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Advantages in use of liquidating trusts 


in connection with corporate liquidations 


by NORMAN A. SUGARMAN and CHARLES D. LEIST 


Difficult problems frequently inject themselves into transactions which are de- 


scribed in the tax statute with disarming simplicity. One of the areas in which this 


occurs is the liquidation of a corporation. The tax consequences of various kinds 


of corporate liquidations are described in Subchapter C of the Code, but the tax 


advisor will find little in the statute on the mechanics of how to effect a “liquida- 


tion.” Messrs. Sugarman and Leist explore for us the difficulties of completing a 


liquidation within a limited time and recommend a solution they have used suc- 


cessfully—the liquidating trust. 


Epes PROBLEM Of effecting a liquidation 
speedily is most acute in 

cases in which a corporation has proper- 
ty which is not readily divisible among 
the stockholders and in which the date 
that the liquidation occurs may be par- 
ticularly significant. The situations un- 
der which this problem may arise under 
Subchapter C include the following: 

1. Section 331(a)(1) provides, in ef- 
fect, that gain or loss will be recognized 
to stockholders receiving a distribution 
in “complete liquidation” of a corpora- 
tion. 

2. Section 333 of the Code provides 
a special rule for nonrecognition of gain 


to stockholders in the care of certain 


referred 
“one-month liquidations,” 


liquidations, generally to as 
if the distri- 
bution in liquidation is in complete 
cancellation or redemption of all of 
the stock and the transfer of all of the 
property under the liquidation occurs 
within some one calendar month. 

3. Section 337 provides, in effect, 
for nonrecognition of gains or losses to 
a corporation on sales or exchanges 
which occurred within the 12-month pe- 
riod beginning on the date of the adop- 
tion of a plan of complete liquidation, 
if all of the assets of the corporation 


are distributed in a complete liquida- 


those 


tion, less assets retained to meet claims, 
within such 12-month period. 

4. Section 331(a)(2) and Section 346 
of the Code provide capital gain treat- 
ment on a distribution in partial liqui- 
dation of a corporation, and one of the 
situations qualifying as a partial liquida- 
tion is where the distribution is not 
essentially equivalent to a dividend, is 
in redemption of a part of the stock of 
the corporation pursuant to a plan, and 
occurs within the taxable year in which 
the plan is adopted, or within the suc- 
ceeding taxable year. 

The by the 
above statutory provisions can give rise 


“deadlines” indicated 
to extremely troublesome problems if 
the assets of a corporation cannot as a 
practical matter be distributed directly 
to the stockholders. For example, the 
assets may consist of machinery and 
other similar equipment, real estate, or 
inventory, can be dis- 
tributed only by giving the stockholders 
an undivided interest in the entire prop- 


even which 


erty. As a practical matter, where there 
are a large number of stockholders, a 
distribution of such assets to the stock- 
holders so that each has an undivided 
interest in the entire property, without 
provision for some form of management, 
is not likely to be of benefit to the 


stockholders. In other situations it may 
be a necessary part of the plan that an 
arrangement be made under which all 
of the stockholders act in concert. For 
example, a corporation, not a collapsi- 
ble corporation, has an apartment build- 
ing as its sole asset and an opportunity 
presents itself for a favorable sale of the 
building. The buyer, however, will pur- 
chase only the building and not the 
stock of the corporation and moreover, 
will purchase only under an installment 
sale calling for payment over an ex- 


tended of time. 


period If the cor- 
poration sells the building, it could 
distribute the installment notes to the 


stockholders but the stockholders would 
realize capital gain upon the distribu- 
tion of the installment notes in liquida- 
tion (even though Section 337 would 
apply, so that there would be no tax 
to the corporation on the sale). On the 
other hand, if the corporation has little 
or no earnings and profits, it may make 
a distribution in liquidation under Sec- 
333 the the 
stockholders may then sell the building 


tion to stockholders and 
on an installment sale and report the 
gain on the sale only as they receive 
payments from the buyer. Quite ob- 
viously, however, to engineer such a 
sale by the stockholders, a person or 
persons must be authorized to act for 
them and to execute a sufficient deed of 
conveyance. 

One method which appears desirable 
to meet the problem of making a timely 
of that 


transferred in kind to the stockholders 


distribution assets cannot be 
directly is through the use of a liquidat- 
ing trust. The Regulations under Sec- 
tion 337 give partial recognition to the 
use of liquidating trusts in meeting the 
12-month deadline for compliance with 
that section. Section 1.337-2 of the Regu- 
lations provides “If it is established to 
the the 


that there are shareholders who cannot 


satisfaction of Commissioner 


be located, a distribution in liquidation 


includes a transfer to a state official, 


trustee, or other person authorized by 
law to receive distributions for the 
benefit of such shareholders.” 

There is no reason to believe, how- 
ever, that the use of a liquidating trust 
is limited to the situation described in 


the Regulations. However, there are 


certain problems which must be recog- 


nized in the use of a liquidating trust. 


Must stockholders transfer to trust? 
The Service has generally taken the 
position that since, in the case of a 


liquida 
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to a ¢ 
taxpay 
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liquidating distribution, the tax conse- 
determined 
distribution 


reference 
the 
must establish that the distri- 


quences are by 


to a to stockholders, 
taxpayer 
bution to the trust is actually a distri- 
bution to the stockholders. This is par- 
ticularly important under provisions 


333 337, 


where it is necessary for the corporation 


such as Section and Section 


to make a transfer of its assets by a 
specified date. Of course if each of the 


stockholders formally is conveyed an 


interest and, in turn, transfers his in- 


terest in the property distributed to the 
liquidating trustee, the trust is actually 


created by the stockholders and there 
would be no question but that the 
distribution is “to the stockholder.” If, 


however, all of the stockholders are not 
available to give their consent, or do 
not consent to such transfer to a trust, 
can the corporation nevertheless transfer 
stock- 
trust? 


assets to the trust and make a 


holder a beneficiary of such a 


This is not a question of tax law, and 


may turn upon the corporate law of 
the particular state. The Service will 
raise the question whether the Board 


of Directors has authority, upon a 


liquidation, to transfer assets in trust 
if a stockholder has not expressly con- 
sented to such transfer. If the board 
does not have such authority, then has 
the the 


transfer of all of its assets in liquidation 


corporation made necessary 
within the period of time provided un- 
333 or 337? 

The problem should lend itself to a 


der Sections 
practical solution, because the imprac- 
ticality of having each and every share- 
holder sign an instrument, as a grantor 
of a trust, is evident. As indicated, the 
Regulations show some sympathy for 


this problem by recognizing the use 


of a state official, trustee or others au- 
thorized to receive liquidating distribu- 
tions on behalf of stockholders who can- 
not be located. Another method which 
should be recognized by the Service is 
to have the corporation transfer proper- 
ty in trust and reserve to the corpora- 
tion the beneficial interest in the trust. 
Chen, upon liquidation, the corporation 
will distribute its assets, which includes 
the the 


trust, to the stockholders in accordance 


entire beneficial interest in 
with their proportionate stock interests. 
To avoid possible difficulties and to 
the 


advisable, if 


comply with concepts in Service, 


it would seem to be this 


method is used, that the plan of liquida- 
tion which is approved by the stock- 
holders expressly provide for the trans- 
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fer of assets to the trust, the retention 
of the beneficial interest by the corpora- 
tion and the subsequent distribution of 
beneficial the stock- 
holders. It might also be advisable to 


such interest to 
have the plan, as approved by the 
stockholders, provide for an independent 
outside trustee and for a committee of 
stockholders to assist the trustee in the 
liquidation or the disposition of assets 
on the liquidation. Thus, every pre- 
taken to make the 
trust as much as possible the stock- 


caution should be 


holders’ trust. 


Is it a liquidating trust? 


A second problem in the use of such 
a trust is whether the trust can be truly 
considered as a liquidating trust. This, 
in effect, involves a series of problems 
or questions as to the operation of the 
trust. If the trust continues the business 
of the corporation, or itself appears to 
engage in a business, the question may 
whether there has been a 


arise as to 


complete liquidation or merely a con- 


tinuation of the business in another 
form which may be treated as a new 
corporation. In turn, these problems 


will include the question of whether 
the trust is an association taxable as a 
corporation. The “association problem” 
is not a new one and no detailed dis- 
cussion of it is necessary here. How- 
ever, the problem is of particular im- 
portance because of a provision in 
the Regulations under the 1954 Code 
which would treat certain liquidations 
and reincorporations as reorganizations 
and hence as giving rise to boot or a 
dividend to shareholders to the extent 
assets are inherently retained by the 
shareholders on the liquidation. Section 
1.331-1(c) 


the following statement: “A liquidation 


of the Regulations includes 
which is followed by a transfer to an- 
other corporation of all or part of the 
assets of the liquidating corporation, or 
which is preceded by such a transfer, 
may, however, have the effect of the 
distribution of a dividend or of a trans- 
action in which no loss is recognized 
and gain is recognized only to the ex- 
This 


problem 


tent of ‘other property.’ ” 


the 


pro- 


vision and general of 
whether a trust is an “association” makes 
it all the more important that caution 
the trust will be a true 


be used that 


“liquidating trust.” Hence, precautions 
against the trust engaging in business 
would be necessary. Safeguards in the 
form of bulk sales by the trustee and 


provisions in the trust instrument for 
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[Norman A. Sugarman, LL.B., is a part- 
ner in the Cleveland, Ohio, law firm of 
Baker, Hostetler & 
former Assistant Commissioner of In- 
ternal Revenue. Charles D. Leist, LL.B., 
is an attorney with Baker, Hostetler & 


Patterson, and a 


Patterson and was, during the years 1938- 
1951, Special Attorney of the Office of 
Chief Counsel, Internal Revenue Service 
in Washington, D. C. and Chicago.| 

the stock- 
holders of the net receipts from sales 


immediate distribution to 
by the trustee would be appropriate 


and undoubtedly helpful. 


Prearranged sales 


A third problem to be kept in mind 
where distribution is made to a liquidat- 
ing trust is that no prearranged sales 
should be made the corporation 
the 


is applicable, it 


by 
carried trust. 
337 

be 


which 
Where 
would 


are out by 
Section 
generally immaterial if a 
sale effected by the trust is ascribed to 
arrangements previously made by the 
337 is 


not applicable to a 333 liquidation 


corporation. However, Section 


~ 


or 
to a collapsible corporation case (even 
though the penalty provisions of Sec- 
tion 341 may not apply only because 
one of the safeguards under 341(d) ap- 
plies to protect the shareholders against 
ordinary income). Also Section 337 does 
not apply to inventory except to the 
all 


trade 


extent substantially the inventory 


attributable to a or business is 


sold to one person in one transaction. 
Accordingly, where inventory is dis- 
tributed to the liquidating trust, the 
kept clear that no 


transfers made by the liquidating trust 


record should be 
were pursuant to prearranged sales made 
by the corporation. 

Despite the above problems, the use 
of a liquidating trust does not provide 
and such a 


insurmountable difficulties 





Practitioners talk on 
Subchapter C: a roundup 


the 
editors have discussed with tax men 


DURING past few months your 
some of the practical problems they 
have run into in carrying through 
corporate reorganizations, splitups, 
etc. We were able to persuade several 
of them to write short notes on their 
experiences. In this issue we bring 
three more 
will appear in the next issue. 


such comments; several 
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trust may be a practical necessity in 
many cases of corporate liquidations. 
The problems stated above’ indicate the 
need for caution, but with proper safe- 
guards a liquidating trust can provide 
a solution to an otherwise very knotty 
problem where there are assets which 
kind the 
shareholders. In appropriate cases, the 


cannot be distributed in to 


Service will issue a ruling where a 


“liquidating trust” is used to complete 
a liquidation. If a copy of the trust in- 
submitted with a 


strument is request 


for ruling on a corporate liquidation, 


December. 1957 


the nature and purposes of the trust will 
be considered in the Individual Income 
Tax Branch of the Tax Rulings Division 
and that branch may rule on whether 
the trust would be recognized as a 
liquidating trust. It may, however, de- 
cline to rule on the question of whether 
the trust would be taxable as an associa- 
tion. Furthermore, do not expect a 
ruling on whether any sales by the trust 
would be attributed to the corporation. 
This is the old Court Holding Co. prob- 
lem on which the Service traditionally 
has not issued advance rulings. 


Successive spinoff transactions are 


now tax-free under Section 355 


by E. RANDOLPH DALE 


It is not unusual for a business which has been established a long time to find 


that its corporate structure has “just growed.” Aside from the bookkeeping and 


Operating difficulties of using a chain of subsidiaries, the ultimate stockholders 


sometimes find that as their financial, family and tax positions change, they wish 


they could hold directly assets presently inside a corporation. When there are 


dissenting minority or outside interests in the ownership, the ability to spin off 


an active business tax-free, and not in equal shares, becomes a valuable tool. 


N* POSSIBILITIES for minimizing tax 
burdens by the use of successive 
spin-off transactions have become avail- 
able as a result of the greater flexibility 
$55 of the 1954 Code as com- 
112(b)(11) of the 


of Section 
pared with Section 
1939 Code. 

For example, assume Corporation A 
owns all of the stock of Corporation B, 
of the stock of 
Corporation C operates 


Corporation B owns 50% 
Corporation C. 


two active businesses within the mean- 
ing of Section 355(b)(2) and Corporation 
A and Corporation B each operate one 
such business in addition to owning 
stock. Under Section 112(b)(11) of the 
1939 Code, if 


Corporation C were incorporated, its 


one of the businesses of 
stock could be transferred pro rata to 
the shareholders of Corporation C tax- 
free. Also, given a proper business rea- 
son, the stock of the new corporation 
received by Corporation B might be 
placed into a new corporation whose 
stock could then be distributed to Cor- 
poration A with some chance of being 
tax-free. this another 


Beyond point, 


transaction could not have 


been made tax-free under the 1939 Code. 


probably 


355, however, other 


possibilities are present. For example, 


Under Section 


one of the businesses of Corporation C 
could be incorporated and the stock 
transferred outside the A-B-C group in 
exchange for the C stock not held by 
the group. (Or the stock of the new cor- 
poration could be exchanged for stock 
of C held by B.) After the transaction, 
the stock of Corporation C can be dis- 
tributed to Corporation A and immedi- 
by A 


its shareholders. 


ately thereafter distributed to 


some or all of 


Tax-free transactions 

These possibilities exist because under 
Section 355, without a reorganization 
the stock of any controlled corporation 
whose stock was acquired in a tax-free 
transaction, at least in a prior Section 
355 transaction, can be distributed im- 
mediately. There appears to be no ob- 
jection to successive Section 355 trans- 
actions either in the statute or in the 
underlying purposes of the section. 

Also, and perhaps most important 
from the point of view of flexibility, 
these transactions are tax-free under the 
approval by the statute of the non-pro 


[Mr. Dale is a member of the New 
York and Washington law firm of 
Chapman, Walsh & O’Connell.] 

Further, from this, 
other completely new possibilities ap- 


rata distribution. 
pear.! For example, assume the situation 
where Corporation W owns 50% of 
Corporation X, each of which corpora- 
tions also operates an active business 
within the meaning of Section 355(b)(2). 
Corporation X owns 50% of Corpora- 
tion Y. Corporation Y operates two such 
active businesses. It is desired to separ- 
ate Corporations X and Y. It is further 
desired to separate Corporation W from 
one of the two Corporations X and Y. 
Since the enactment of Section 355, a 
complete separation of interests tax- 
free is possible, depending, of course, 
on valuation. One of the two businesses 
of Corporation Y can be incorporated 
and the stock transferred to Corporation 
X in exchange for ail of its Y stock. 
This break the The 
connection between Corporation W and 


will connection. 


either Corporation X or the new cor- 
poration can be broken in part, at 
least, by distributing the stock of the 
new corporation to Corporation W in 
exchange for its stock in Corporation 
X or by distributing the stock of the new 
corporation to the shareholders of X 
other than Corporation W in exchange 
for their X stock. In the latter case, an 


offer can be made by Corporation X of 


the stock of the new corporation in 
exchange for its own stock, and the 
stock of the new corporation disposed 


of tax-free to those shareholders of Cor- 
poration W who desire to exchange 
their interests in Corporation X for the 
stock of the new corporation. 
An additional advantage exists here 
that it is that any 
shareholder exchange any particular por- 
tion of his stock in Corporation X for 
stock of the new corporation. Those de- 
siring to exchange all of their shares 
may do so. Those desiring to exchange 


in not necessary 


only a part may do so. Those not de- 
siring to exchange any of their shares 
need not do so. 

The W-X-Y Corporation transaction 
would have been, at best, extremely 
doubtful the 1939 Code, with 
certain Treasury disapproval. The 
A-B-C transaction would have been al- 
most equally doubtful. Similarly doubt- 
ful would have been the case where 
1 While there may be doubt whether a distribu- 
tion not pro rata was tax-free under Section 
112(b) (11) of the 1939 Code, it is at least clear 


that the Treasury’s position allowed only the 
pro rata distribution. 
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stock of a corporation at the bottom 


or the middle of a chain of affiliated 


corporations was distributed through 
other even wholly owned affiliates to the 
shareholders of the parent. In the last 


two situations, under the 1939 Code, in 


addition to substantial dangers under 
the tax law, several layers of parent, 
grandparent, etc. corporations would 
have had to be created. 

Under Section 355 all of these trans- 


actions are now tax-free. 


Some well-disguised blessings are 


provided under Subchapter C 


Subs hapter C presents many situations, some of them 


most of them not intended by the authors of the Code, 


pleasant surprise. 


KE XPERIENCE IN dealing with Subchap- 
4 ter C repeatedly brings to the prac- 


titioner’s attention many circumstances 


where the taxpayer is better off to deal 


with a transaction on a “taxable” basis 


than to attempt to deal with a trans- 


action on a “tax-free” basis. Much has 


been written on the subject of “ 
able” 


avoid the impact of Section 351 (trans- 


tax- 
incorporations that deliberately 


fer to a controlled corporation) where 
the net result of the taxable transaction 
is stepped-up basis to the corporation at 
the price of tax at capital gain rates, 
sometimes offsetting the gain with losses 
that the individual taxpayer has in his 
own account. 

Chere are other situations where the 
same thinking may be appropriate, as in 
the case of getting property out of a 











by ANDREW B. YOUNG 


not new in the 1954 Code, 


where the results may be a 


corporation as distinguished from 
putting it in. Most of us know some of 
the that 


“spinning off” corporate property or in- 


difficulties are involved in 
terests in corporate property, particu- 
larly where the property to be spun off 
is shortly to be sold or is of investment 
character. When only part of the assets 
of the corporation are to be disposed of, 
the price under Section 337 of avoiding 
double tax is frequently too high, and 
there is often difficulty in trying to solve 
the problem by applying the customary 
relief provisions. 

It is worthwhile noting, however, that 
in some cases where accumulated earn- 
ings and surplus are not too large, the 
distribution of assets shortly to be sold 
under conditions protected by the Cum- 
berland Public Service Company case 


Corporate organization and distributions «+ 
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line of reasoning permits a distribution 


“ 


of part of the corporate assets on a “‘tax- 
able” basis with a tax that may be less 
than if some of the relief provisions were 
to be used. Take, for example, the case 
where sharply appreciated corporate 
assets that constitute, let us say, half of 
the value of the corporate property are 
shortly to be sold. If the solution that is 
adopted is to use Section 333 (the *30- 
day liquidation” provision), gain or loss 
at ordinary rates will be realized to the 
extent of earnings and profits, and the 
assets that are distributed in kind (assum- 
ing that cash was used to reduce pay- 
ables the 
action) will get new bases consisting of 


immediately before trans- 
the stockholder’s adjusted basis prorated 
among the assets distributed in liquida- 
tion on the basis of their relative fair 
market value. When the 
to be sold is sold, 


asset that is 
it will have a 
new basis (on the above facts, half of 


then 


the stockholder’s adjusted basis) that is 
less than fair market value, and a gain 
(we hope at capital gain rates) will be 
realized by the stockholders. If the 
spinoff solution under Section 355 were 
successfully invoked (caveats in the 
notwith- 


standing) and the stockholder has no off- 


Regulations to the contrary 
setting losses, the gain on the sale of 
spunoff assets (even though at capital 
than 


that under a “taxable distribution,” with 


gain rates) may well be greater 


some tax at ordinary rates but none at 
capital gain rates. 

On the other hand, if the property 
to be sold. is distributed in an ordinary 
distribution not under Section 333, and 
the rest of the corporate assets are re- 
tained by the corporation, tax will be 
realized at ordinary rates to the extent 
of the earnings and profits, but the 
assets distributed could absorb basis 
from the cost of the stock up to full 
market value of the assets distributed, so 
that when these assets are resold, there 
is no gain or loss. This is particularly 
important when we are dealing with 
assets whose sale might give rise to or- 
dinary income. To be sure, under this 
the the 


corporation remains 


basis of stock of the 
that 
will have been reduced more than would 
have been true under Section 333, but 
this is a “price” that most taxpayers are 
willing to pay. 

It should be observed that this solu- 
tion the case of 
collapsible (which are 
denied the application of Section 333). 
Besides, the Regulations make the appli- 


solution 
outstanding 


may also obtain in 


corporations 
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Stevens & Young.| 


is a partner in the Phila- 
firm of Stradley, Ronon, 


cation of Section 355 the subject of 
doubt where the spunoff securities are 
disposed of shortly after the corporate 
distribution. If lesson is to be 
that the un- 


availability of relief provisions could be 


any 
learned from this, it is 
a blessing in disguise. 
The solution that has been discussed 
up to this point was the subject of a 
good bit of uncertainty prior to the 
legislative the 
problem which 


correction of so-called 


Hershon and Godley 
was raised acutely in the tentative Regu- 
lations under Subchapter C (which 
themselves were the subject of a good 
bit of acrimonius debate). Under the 
Treasury's previous view, the distribu- 
tion of appreciated property, although 
not giving rise to gain or loss to the 
corporation, would have increased earn- 
ings and profits so that such a distribu- 
tion would give rise to ordinary income 
to the full extent of the value of the dis- 
tributed assets. The 1956 amendment to 
the 1954 Code eliminated any doubt or 
risk in this regard. 

The recent Rev. Rul. 57-328 has given 
a blessing, with a notable reservation, 
to the technique of “cooling off’ Sec- 
306 


charitable organization, which, as tax- 


tion stock by donating it to a 
exempt, is not particularly 


with 


concerned 


how it would be taxed if it were 


redeemed or sold. Nothing has been 
heard of the solution of making a capital 
306 stock to a 


controlled corporation with the hope 


contribution of Section 
and expectation that rather than “cool 
off’, the stock would stay “hot” so that 
the proceeds on redemption would be 
taxed as an intercorporate dividend 
rather than as a capital gain. It has been 
suggested that Section 306 is not for the 
benefit of the taxpayer, yet one can 
hardly envy the Government's necessary 
case in 


position in such 


contending 
under Section 306(b)(4) that there is no 
plan “having as one of its principal pur- 
poses the avoidance of Federal income 
taxes” when everyone would know that 
was what everyone had in mind. 

There are many practitioners who 
have felt that the collapsible corporation 
section has in it a rather fundamental 
loophole, or if the word loophole. is 
offensive, a built-in relief provision. The 
serious consequences of Section 341. are 
applicable only with reference to the 
amount of profit that is “realized’’ on a 
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transaction. If, for example, the stock 
of the collapsible corporation were to 
be transferred to another corporation 
(which would hold it as a subsidiary’s 
stock or which by reason of loss carry- 
overs would not be concerned whether 
the acquired corporation is collapsible or 
not) in a tax-free exchange in reorgani- 
zation, and the stock that is received in 
exchange constitutes less than 5% of the 
stock of the transferee, the stock that is 
received in exchange is no longer stock 
of a collapsible corporation, and it can 
be disposed of at a later date at capital 
gain rates. To be sure, if the stock that 
is received in exchange is stock of a 
publicly held company, the transferee 
may, by 1933 Securities Act considera- 
tions, be required to make commitments 
by a so-called “investment letter” that 
will, to some extent, interfere with his 
ability to quickly realize upon the values 
that he has received in exchange. As- 
suming, however, that the stock of the 
transferee marketable, 
if it is listed, most tax- 


corporation — is 
and even better, 
payers would feel that they were ahead 
of the game. Perhaps the circumstance 
that this transaction is less advantage- 
ous to the transferee corporation than 
the traditional forms of bailing out 
collapsible enterprises, allowable before 
the loophole was plugged, has made 
relief 
widely used, but it is the experience of 


this circumstance of not very 
the writer that it is useful in a limited 
number of cases. 

The collapsible corporation section it- 
self has been the subject of some dis- 
satisfaction, particularly when the ap- 
plication to corporations, on the one 
hand, and to partnerships, on the other, 
are read side by side and compared. The 
very existence of differentials in treat- 
ment has led many thoughtful people to 
believe that the whole subject of the 
treatment of collapsible corporations 
should be reviewed, and thé Advisory 
Committees to the Mills Subcommittee 
have been concerning themselves with 
the problem. 

Section 318 continues to plague most 
practitioners, and if a popularity con- 
test was being conducted for the various 
sections of Subchapter C, there is good 


reason to believe that this section would 


Dissolved corporation not taxable en- 
tity though lawsuits continued in its 
name. 


Taxpayer-corporation was en- 


win a last-place vote by a comfortable 
margin. The Regulations have indicated, 
and Rev. Rul. 57-387 has underlined, an 
opportunity for getting out of one of the 
traps in this section that the writer 
doubts is widely appreciated. The at- 
tribution rule that exists in the case of 
estates has frustrated many plans of 
liquidation that, before the death of a 
large stockholder, had been considered 
practicable. The untimely death of the 
stockholder and his natural testamentary 
generosity towards members of his fam- 
ily who were already stockholders created 
a situation in which the attribution rule 
(through estates) frustrated the plan. 
There is nothing to prevent the execu- 
tors of the will in cases where outright 
distributions of stock are provided in 
the will from expediting the adminis- 
tration of the estate, or, what is just 
as useful, prematurely discharging the 
bequests to persons previously stock- 
holders. With 
legacies, the family members benefited 
by the legacies are eliminated from the 


the discharge of these 


estate attribution rule, and the estate or 
the legatees who have received their be- 
quests can then proceed to dispose of 
stock beyond the limited protection of 
Section 303, very much as originally in- 
tended within the protection of 302(b)(2) 
or 302(b)(3) plus 302(c)(2). 

In some limited number of cases, due 
to the circumstances that the attribution 
not the 
same, this type of relief may be possible 


rules in estates and trusts are 


even where most of the stock in question 


will be transferred to a_ testamentary 
trust, although the writer so far has not 
been able to benefit from this possibility. 
Che limited availability of the solution 
where a will would otherwise provide for 
trusts 


testamentary the 


use of outright bequests in proper cases. 


may encourage 

This type of solution of Section 318 
problems, however, is far short of what 
is indicated by the unintended hardships 
and “the arbitrary consequences of the 
application of Section 318. It is Congress, 
rather than resourceful practitioners, 
that has to provide the relief for tax- 
payers as a group from many conse- 
quences that could not help but have 
been the minds of the 


original draftsmen of the Act. 


unintended in 





rporate decisions this month 


gaged in extensive litigation alleging 
that a number of steel companies in- 


fringed its patents. In 1945 several steel 
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companies agreed to settle by paying $9 
million. At this point one of the stock- 
holders, a bank holding 151 shares as 
trustee of a charitable trust, offered to 
buy the remaining 1849 shares from the 
other stockholders for about $11 million. 
As of 


were 


December, the shares 
filed 


formal dissolution papers and assigned 


the end of 


sold and the corporation 
all its assets in liquidation to the trustee 
as stockholder. Litigation continued in 
the corporate name and not until 1949 
were all the suits settled and some $15 
million in released to the 
The that the 


extensive activities of the corporation 


royalties 
trustee. Tax Court held 
continued its existence for tax purposes 
after its dissolution. It taxed $12 million, 
the portion of the royalties earned be- 
fore the assignment, as income to the 
1949. 


It holds the income had not been earned 


taxpayer for This court reverses. 


prior to assignment because it was con- 
tested; it further holds that the corpo- 


rate entity had ceased in 1945 and the 
activities carried on were only those 
necessary to dissolution. Cold Metal 


Process Co., CA-6, 9/10/57. 

Thin capitalization case remanded to 
Tax Court to find reasons why notes 
were risk capital. Taxpayer and another 
person made advances to a corporation 
50%, stock- 


evidenced 


they each 
The 


by demand promissory notes and were 


in which were 


holders. advances were 
roughly in proportion to the stockhold- 
the The 
debt 


dis- 
the 


ings of two. ‘Tax Court 


allowed a bad deduction for 
loans, finding as a fact that the notes 
did 


wert 


not represent bona fide debts but 
really risk capital. This court re- 
mands. Before it is able to review the de- 
cision it must know the basis*for the 
lax Court’s conclusion: it is not sufh- 
cient for the Tax Court to find merely 
the ultimate fact. The opinion is in- 
teresting for the differing views of the 
judges as to the tests to be applied on 
The 


written by Judge Medina, extensively 


remand. opinion of the court, 


reviews the form vs. substance and busi- 
with 


ness purpose cases, beginning 


Gregory. It concludes that the significant 
factor is whether the funds were ad- 
vances with reasonable expectations of 
repayment regardless of the success of 
the venture or were placed at the risk 
of the business. In a dissenting opinion, 
Judge Learned Hand proposes this test 
form of investment 


of whether the 


chosen by the taxpayer will be upheld 





for tax purposes: when they decided to 


Corporate organization and distributions * 


make the investment in the form of 
loans rather than stock, did they sup- 
pose the difference would appreciably 
affect their the venture, 
other than taxwise? Gilbert, CA-2, 9/26 


LB 


interests in 


Capital gain on redemption of son’s 
stock, after sale of part to father. A 
father, four sons, and the estate of the 
mother (in which the father and four 
sons were the beneficiaries) owned most 
of the stock of a corporation. Three of 
the sons, all adults, desired to terminate 
their interest in the corporation. Pur- 
suant to plan, the executor of the estate 
distributed equally to each of the three 
sons his share of the stock held by the 
Each 


stock to 


estate. then sold a part of his 


his father and had the re- 
mainder redeemed by the corporation. 
The Code provides that the attribution 
rules do not apply if the former stock- 
holder ceases to have an interest in the 
corporation, and doesn’t acquire one for 
ten years. However, this exemption is 
not applicable if the share redeemed had 
been acquired, as they were here, within 
ten years from such a related party, un- 
less the acquisition did not have the 
avoidance of Federal income tax as a 
The IRS rules that the 


bidden motive was not present here; the 


motive. for- 
attribution rules are therefore inapplic- 
able; the redemption worked a complete 
termination. Gain on the sale is recog- 
nized, since it arises from a sale to a 
related party; loss is not. Rev. Rul. 57- 


387. 


Corporate withdrawal is a loan, not a 
dividend. Taxpayer had borrowed $220,- 
000 to buy a controlling interest in a 
brewery. Later when forced to repay his 
$220,000 
from the corporation upon a 4% promis- 


creditor, taxpayer withdrew 


sory note. The court, noting that the 


withdrawal was in excess of the avail- 


able earnings, and was occasioned by a 
nonrecurring emergency situation, holds 
the withdrawal to be a loan and 
The 

credit of 


true 
court also 
$2,600 to 


payer’s account on the books of another 


not a dividend. con- 


cludes that a tax- 
corporation of which he was sole stock- 
holder, was a wholly unauthorized book 
entry and did not represent a dividend 
declaration. Bryan, TCM 1957-180. 


Can’t deduct loss on construction for 
affiliate. 
and controlled by two stockholders, con- 


Taxpayer, which was owned 


tracted with another corporation also 
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owned by the same stockholders, to fur- 
nish land and construct an apartment 
house for a total contract price of $300,- 
000. ‘Taxpayer thereupon subcontracted 
the actual construction work on a non- 
profit basis to a partnership composed 


of its two stockholders. As it turned 
out, the estimate of the cost of con- 
struction was wrong, and in order to 


complete construction, taxpayer was re- 
quired to furnish its subcontractor, the 
partnership, with additional funds. Al- 
though ordinarily expenses incurred by a 
contractor in fulfilling the obligations of 
a defaulting subcontractor are deduct- 
ible as ordinary and necessary business 
expenses, the court holds here that tax- 
payer did not maintain an arm’s length 
relationship in its dealings with its re- 
lated organizations, all of which were 
owned and controlled by the same two 
individuals. Accordingly taxpayer is not 
allowed to deduct the excess cost as a 
loss, but the entire cost of construction 
is required to be allocated to the cost 
basis of the building in order to reflect 
correctly the the related 
corporations. VM Homes Inc., 28 TC 
No. 129. 


income of 


Automobile agency did not improperly 
accumulate surplus. A Pontiac automo- 
bile sales agency, whose stock was held 
by one individual, accumulated a sur- 
plus of almost $500,000, over half of 
which was invested in maketable securi- 
ties. Though no taxable dividend had 
ever been declared by the corporation, 
the court nevertheless finds the corpo- 
ration was not liable for the surtax on 
improper accumulations of surplus. The 
working capital needed to fulfill the 
agency's agreement with General Motors, 
coupled with the expenses of physical 
expansion, and 


that it 


the continuing  possi- 
bility might be required to 
finance a new dealership in adjoining 
territory were considered sufficient to 
account for the surplus accumulation. 
Breitfeller Sales, Inc., 28 TC No. 137. 
Subsidiary’s operating loss prior to 
affiliation not available to consolidated 
groups. A consolidated group is not en- 
titled to a carryover into 1943 of a 1942 
net operating loss of one of its affiliates 
whose stock was acquired 12/22/42. The 
net operating loss was suffered while 
the subsidiary was an affiliate of another 
consolidated group, and it was presum- 
ably used by other consolidated 
group. Seaboard Commercial Corp., 28 
TC No. 119. 


the 
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How to determine best form for real estate 


syndicate to preserve tax advantages 


by WILLIAM J. CASEY 


A real estate syndicate can take any one of the conventional forms of business 


organization. Choosing among them is largely a matter of relating the facts in 


the situation to tax necessities. This article, drawn from Mr. Casey’s new study 


“Tax Shelter in Real Estate” is a guide to the practitioner active in planning. 


a. SYNDICATE has become the new 
look in real estate circles. The de- 
sire of people to own property coupled 
with the huge funds sometimes neces- 
sary to effect a transaction and the un- 
willingness of banks or insurance com- 
panies to finance or invest in certain 
types of transactions have all hastened 
the growth of this method of owning 
real property. 

In setting up a real estate syndicate, 
the 
the tax advantages that lie in the prop- 


we want to preserve for investors 


erty—the right to make the best use of 
depreciation charges, to take income 
without a double tax or to apply it to 


the reduction of mortgage debt after 
minimum depletion by tax costs, to 


cash in appreciation at capital gain 


rates. These considerations may _ be 


illustrated by an offering which seeks 
to attract investors into a limited part- 
nership with 20 units of $50,000 each. 
This would raise $1,000,000 which, with 
$5,000,000 of 


build an office building. 


mortgage money, would 


Two possibilities are presented as 


potential distributions as follows: 


1. At the end of six years if the 
building is sold and leased back for 
six million dollars at a 7% net rent, 


each unit holder will get a cash distri- 
$85,000 
come of $4,500 per year. 


bution of and additional in- 

2. If there is a sale and lease-back at 
the date of the completion of the pro- 
ject for seven million dollars at 7%, 
each unit holder will get a cash distribu- 
tion of $100,000 and additional annual 
income of $1,000 yer year. 


In this case, the limited partnership 
was selected as the vehicle for getting 
tax credits through to the investors. 
Where the real estate and financing sit- 
uation is different, a corporation or 
some form of joint tenancy might work 
better. 
formed for 
practically every purpose: (1) To ac- 


Syndicates have been 
quire title to income producing prop- 
erty; (2) To develop acreage; (3) To 
construct a building or develop a new 
neighborhood; (4) To engage in pur- 
chase and leaseback transactions; (5) To 
acquire long-term leases. 

The Syndicate is usually fostered by 
a few active men who ac- 
quire options or contracts of sale cover- 


real estate 
ing what appear to be attractive prop- 
erties. These promoters of the project 
then sell their option or contract of 
sale to the other patricipants or to a 
corporation especially formed for the 
purpose in exchange for a portion of 
the “deal.” 

The mechanics run something like 
this. The promoters transfer the con- 
tract of sale to a newly formed corpora- 
tion in return for a certain number of 
shares of stock. (Non-taxable under Sec. 
351). Then they issue additional shares 
to investors making sure that their per- 
sonal shares certain per- 
centage of ownership. Similarly, when 
a partnership is formed, the contract is 
assigned for a certain interest in the 
partnership. 

From _ the point of view, the 
crucial question is the form into which 
the syndicate should be cast. 


constitute a 


tax 


The corporation 

Where the participants desire to limit 
their liability to the amount of their 
initial investment, the corporate form 
is the first one that is usually considered. 
The use of a corporation will assuredly 
accomplish the quest for limited lia- 
bility, but it also presents serious draw- 
backs: 

1. Like all corporations, the “double 
tax” hardship (a tax to the corporation 
on net income 
stockholder 


the 
receipt of dividend) 
must always be reckoned with. This 
hardship can possibly be reduced by use 
of a thin incorporation which will per- 
mit withdrawal of funds from the cor- 
poration in the form of repayment of 
loans. But this device has its limitations 


its and a tax to 


on 


and is always subject to close scrutiny. 
(See Kipsborough Realty Corp., TC M., 
P. H. Sec. 51,291.) 

2. If losses are anticipated in the first 
few years (this may be the case in the 
initial stages of construction) they will 
belong to the corporation and not to 
the participating shareholders. 

3. The cloud of the “Collapsible Cor- 
poration” provisions of the Code are 
always lurking in the background. If 
the 
the 


stockholders sell their stock or if 
corporation is liquidated within 
three years of acquisition or construc- 
tion and if the interest of the particu- 
lar shareholder involved is in excess of 
y% of the outstanding stock, there is a 
good possibility that any otherwise long 
term capital gain will be 
ordinary income. (Sec. 341.) 

The 


tain advantages: 


56 
treated as 


corporate form does offer cer- 

1. Where profits are expected; 

2. Where the corporate tax bracket is 
less than that of most participants; and 

3. Where the participants are not de- 
sirous of immediately withdrawing the 
funds of the corporation and are will- 
ing to leave the earnings in the corpo- 
rate till for an extended period of time. 
Of course, there will be an additional 
tax on liquidation which must always 
be taken into consideration. 
to the 
imposed on the corporation the pro- 
jected the 


You must therefore add tax 


tax to shareholders 
liquidation and compare this total to 
the tax that would have to be paid if 
the profit were initially credited to the 


participant as in a partnership. 


upon 


Partnership 


Sometimes the partnership form is 


used in formalizing the syndicate. 
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Where a true partnership is actually 
will the 
problem of being characterized as an 


used, you not be faced with 
“association” taxable as a corporation. 
Che striking disadvantage of the part- 
the unlimited liability of 
This appear to be 
less of a hardship in actual fact than 


nership is 
the partners. may 
upon initial thought; for it is possible 
today to provide against most of the 
risks of owning and operating property 
by means of proper insurance coverage. 

We also have the problem of dissolu- 
tion upon death of any partner, which, 
of course, can be taken care of with a 
properly drawn continuation agreement. 

faxwise, the partnership form is at- 
initial 
pated since the partners themselves will 


tractive where losses are antici- 


be able to use their losses as an offset 
against their other income. As _ profits 


develop, the partners may decide to 


incorporate if this will result in tax 


savings. The incorporation can be ac- 
complished tax-free under Sec. 351. 
Che 


avoid mentioning possible future incor- 


partnership agreement should 


poration. 


Joint venture 

Where the participants desire limited 
liability and other attributes usually as- 
sociated with a corporation, but for one 
reason or another the corporate form 
is not desirable, and where the promo- 
ters desire to guide the destinies of the 
group, care must be used in drafting 
the instrument which will govern the 
rights and liabilities of the parties. 

Very often the participants call their 
group a joint venture. Now a true joint 
“one 


venture is in effect an ad hoc or 


shot” partnership and should receive 
partnership treatment under the Code. 
(Sec. 7701(a)(2)). 

However, you are inviting the Com- 
missioner to consider the group an 
“association” taxable as a corporation 
when the basic agreement has these 
features: (1) continuity of the venture 
despite death of participant; (2) trans- 
ferability of interest; (3) limitation of 
and (4) centralized manage- 
ment. (See Sec. 7701(a)(3) and Morrissey, 
296 U. S. 344.) 


Whether the presence of only one or 


liability; 


two of the above elements will result 
in the organization being characterized 
as an association is not clear. You have 
to steer a delicate course, balancing tax 
and practical considerations, between 
these two facts: 


1. Centralized management in a small 
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group of the participants has been pres- 
ent in the great majority of cases where 
a group has been labeled an association. 

2. Some centralized management and 
continuity of interest may be permissible 
without causing the characterization of 
an “association” to apply to the group. 

The drafting of the instrument is of 
prime importance, since what you at- 
tempt to do in the instrument rather 
than the enforceability of what is set 
forth in the instrument is the criterion 
which the Commissioner will employ. 
(Wholesalers Adj. Co., 88F.2d 156). 

You may not actually need some of 
the attributes associated with a corpora- 
tion to accomplish your desired result 
and you would be wise to omit them. 
For instance: 

1. Even if you provide for limited 
liability, it may not be effective under 
local law as far as third parties are 
concerned. So leave it out. 

2. Be sure the venture terminates on 
death of any one participant. Merely 
give the others the right to continue 
if they so desire. 

3. Provide that all major policy de- 
cisions be made by vote of all venturers. 
Let a small group or even one of the 
participants merely manage and carry 
out policy decisions. 

4. Give the venture a first option to 
purchase any interest of a selling ven- 
turer. If exercised, for 


not provide 


termination on transfer and_ further 
provide that the remaining venturers 
themselves or with the new purchaser 
as the case may be, shall have the right 


to continue the business. 


The limited partnership 

The safest way to achieve the twin 
desires of limited liability for the in- 
vestors and management powers for the 
promoters is the limited partnership. It 
provides for the tax advantages of the 
partnership with some desired attributes 
usually only associated with a corpora- 
tion and is rapidly becoming the classic 
form of syndication. 

The promoters will be the general 
partners and the investors will be the 
limited partners. All of the risk in ex- 
cess of the investment of the contribu- 
the 
borne by the general partners who have 


tion of limited partners will be 
promoted the project. 

The limited partnership will not be 
classified as an association despite the 
following: (1) transferability of shares 
of a limited partner; (2) management in 
hands of general partner; (3) liability 
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of limited partner fixed to the amount 
of his investment; (4) continuation of 
the business despite death of a limited 
partner. (See Glensder Textile Corp., 
46 BTA 176.) 

Be sure that the limited partnership 
is organized pursuant to your local 
statute providing for formation of limit- 
ed partnerships. If you attempt to pro- 
vide for continuity of interest on death 
of a general partner or upon transfer 
of his interest, however, or if you try 
to limit his liability you may run into 
trouble. 


Tenancy in common 


Where only a small group purchase 
a piece of land, take title in their own 
name 


as tenants in and do 


nothing but hold on to the property 


common, 


and later sell it, the problem of an 
association does not appear to be pres- 
ent. 

However, where there will be devel- 
opment and management of the prop- 
erty, and the group of owners becomes 
large in number, the tenants will be 
faced with the same problems as joint 





Tax Shelter in Real Estate 


WiLuiaM J. Casey’s new book Tax 
Shelter in Real Estate has just been 
published.* As evidence of his usual 
practical and knowledgeable  ap- 
proach to tax-saving planning, we 
asked this publisher for permission 
to give you a sample. The accom- 
panying article from this book tells of 
the currently important and popular 
real estate syndicate. 

The book contains, in addition, 19 
other chapters covering nearly every 
aspect of taxation of real estate. He 
discusses the general considerations, 
various forms of ownership with ad- 
vantages and disadvantages of each; 
specific problems, such as casualties, 
demolitions; subdivisions; there is an 
extensive section on balancing de- 
preciation and mortgage amortization 
with 16 pages of tables. The study 
analyzes problems of each of the 
parties to real estate transactions. 

As may be inferred from the ac- 
companying excerpt, the language is 
but 
probably comprehensible to many 


knowledgeable and _ technical, 


A, 


who are not tax experts. % 


*Published by the Institute for Business Plan- 
ning, 2 West 13 St., New York, $12.50. 203 
pp. 
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venturers and will have to take steps 
to avoid the characterization as an asso- 
ciation. 


Multiple corporations 

Never lose sight of the possible sav- 
ings that can be effected by the use of 
multiple corporations. This is of special 
importance where the syndicate is de- 
veloping land for resale after the com- 
pletion of improvements (e.g. develop- 
ment of 200 new one family homes). 
The earnings will most likely be classi- 
fied as ordinary income and it would be 
wise to limit your taxability by having 
enough corporations so that the pro- 
jected net profit of none of them will 


How to plan estate to 
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exceed $25,000. It is also possible to 
have separate entities for buying the 
land, constructing the houses, paving 
the roads, etc. 

The participant in the syndicate must 
realize that there may not be a ready 
market for his interest in the event he 
the corporate 
or limited partnership form is utilized. 


desires to sell, whether 
Such a participation has a narrower 
market than property you own and con- 
trol, or securities of publicly held cor- 
porations. This matter should be given 
serious thought when you are contem- 
plating joining a syndicate and you 
will be wise to avoid investing monies 
you may need within the near future. 


insure retention 


of control of a small business 


. oe ADVisors to the owners of closely 
held businesses have a continuing 
obligation to be sure that there is a plan 
for retention or disposition of the busi- 
ness on the death of the owner, and that 
the plan can be carried out without too 
great tax cost and too much strain on 
the business. The Committee on Drafts- 
manship: Wills and Trusts of the Sec- 
Real 
Trust Law of the American Bar Associa- 


tion of Property, Probate and 
tion undertook the major project of 
making a concise statement of the basic 
legal principles affecting the estate plan- 
ning of such an owner and suggested 
recognized and simple solutions. A sub- 
committee (members listed in the box 
on page 331) dealt specifically with plan- 
ning for the retention of a closely held 
business. Other subcommittees reviewed 
the marital deduction, powers of ap- 
pointment, pourover provisions and in- 
come tax problems of estates. We bring 
you here the portion of the report deal- 
ing specifically with planning for the 
management and retention of a small 
business. 

Only the retention of a business inter- 
est is under consideration here; no refer- 
ence will be made to the factors that 
account when a 


business interest is to be sold at the time 


should be taken into 
of death. However, it may be advisable 
to look at some of the factors that enter 
into the of whether to 
business interest at the time of 
death or to retain it for the benefit of 


the owner's family. In some cases, the 


determination 
sell a 


businessman may have a free choice in 


this decision, and in other instances 


there may be little or no choice as to 
Be- 
cause of the nature of the business or 


which course should be followed. 
other circumstances, for example, such 
as where the business is limited to per- 
sonal services, there may be little or no 
opportunity to sell or retain such a busi- 
ness after the owner's death. In cases of 
this kind, where transactions are con- 
ducted by the person and the existence 
of the enterprise is incidental to the 
owner’s personal knowledge and ability, 
there may be no alternative but to liqui- 
date the business at the time of death. 

On the other hand, if the enterprise 
carries on a truly commercial activity, 
either the sale or retention of the busi- 
ness interest may be possible. In such a 
case, while brains, experience, skill of 
management and good public relations 
are essential to success, customers look 
more to the business entity itself for the 
services and products that are purchased 
than to the person or persons who own 
the business. 

Special problems sometimes arise if 
franchise 
for its existence. If it is reasonably clear 


the business depends upon a 


that the company will be able to retain 
the franchise or that it will be assigned 
to a family member, possible plans for 
the retention of such a business may be 
in order. Otherwise, plans might logi- 
cally be made either to liquidate the 
company at the individual’s death. or to 
sell the interest to the person or persons 
to whom the franchise is transferred. 


Division of ownership is also an im- 


portant consideration in deciding 
whether to sell or retain a business in- 
terest at death. If the client owns a ma- 
jority interest in a close corporation, he 
is in an enviable position and, in large 
measure, he has a free choice as far as 
the power of his business associates is 
concerned. On the other hand, if the in- 
dividual is a minority stockholder, great 
hazards may be involved from an estate 
planning point of view if he adopts 
plans for the retention of his business 
interest without taking into account the 
preferences of other stockholders. 

The question of future management 
is one of the key considerations in deter- 
mining whether to sell or retain a busi- 
ness interest after death. No business is 
stronger than its management, and if a 
person hopes to perpetuate his business 
interest, he should not the 
grooming of his managerial successor or 


successors. In many cases, it is often ad- 


postpone 


visable to delegate duties and responsi- 


bility before the businessman would 


otherwise relinquish them in order to 
the future 
ment team. This is not only important 


train and observe manage- 
from a retention point of view, but is 
also a sine qua non for maintaining the 
the the 


future. Even though plans are made to 


value of business interest in 
retain the business interest, it should be 
that 
abruptly change after death to 


that it 


recognized circumstances may 
the end 
may become advisable for the 


executor or trustee to sell the business 
interest. In such a case, strong manage- 
ment will make the sale of the business 
interest much easier and a higher price 
can be demanded. 

Quite a few financial considerations 
should be taken into account in deciding 
whether to retain or sell a business in- 
terest at death. For example, will the 
company have adequate financial 
the 
period following the client’s death? 


strength to weather transitional 

If a company is at a competitive dis- 
advantage or if it is evident or foresee- 
able that will 


change to its detriment, it may be more 


competitive practices 
prudent to sell the interest than to re- 
tain it. Again, if the business is in a 
state of flux or subject to abrupt changes, 
this factor may point to a sale rather 
than retention. 

Probably the ultimate answer to be 
sought in cases where an individual de- 
sires to perpetuate. his business interest 
1 Reg. §20.2031-2. 


2 IRC §303(a). 
® IRC §303(b) (2) (B). 
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is whether the profits that can be ex- 
pected will justify the investment risks 
involved. In looking to past profits, con- 
sideration should be given to the possi- 
bility that some of the earnings may be 
aitributable to the personal contacts and 
efforts of the client. 

Where 
upon, adequate liquidity should be made 


retention has been decided 
available in the estate for the payment 
of death taxes and for all other settle- 
ment and administration costs that may 
be encountered. Failure on the part of 
the client to solve the estate liquidity 
problem during life may upset any plans 
that are made for retention of the busi- 
ness interest, and may eventually lead to 
a sale of the interest—possibly at a sacri- 
fice—after the owner’s death. 

It is also often advisable to fortify the 
company itself with additional cash in 
order that it will not be cramped in its 
operation and in order that it might be 
in a better position to produce profits 
after the owner’s death. Quite often, in- 
surance.on the owner's life is the only 
logical and safe way of building up the 
financial protection needed at death. 

Then again, in any plan for the re- 
tention of a business interest, liquid 
capital should also be available for the 
protection of the decedent’s wife or the 
family group in the event that the cor- 
poration should fail to make the ex- 
pected profits. Dividends may be unfore- 
seeably curtailed because of cyclical eco- 
nomic conditions or because of a need 
on the part of the corporation to plow 
back profits in order to rehabilitate its 
plant or equipment or to carry out a 
program of expansion. As a means of 
meeting this need, it is often advisable 
to place all or a portion of the personal 
life 


der a 


insurance which the client owns un- 
life that 
capital can be used and administered on 


insurance trust so this 
a flexible basis under broad discretion- 
ary powers given to the trustee for the 


benefit of the owner’s family. 


Power to executor 

If a business interest is to be retained 
after death, the executor and the trus- 
tee should be given extensive powers in 
respect to the stock interest, as well as 
the judgment that may be exercised in 
the day-to-day management of the busi- 
ness. An enumeration of these powers 
is beyond the scope of this report, but 
the fiduciaries should be given the pow- 
er to retain the stock for such period of 
time as is deemed proper in their dis- 
cretion even though the stock may not 
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trust investment 


under local law. They should have the 


constitute a proper 
power to dispose of the stock whenever 
they deem it advisable, and be relieved 
from the responsibility of diversifying. 


Valuation for estate tax 


Probably one of the most important 
problems to consider in laying plans for 
the retention of a business interest after 
death is its value for Federal estate tax 
purposes. An accurate evaluation is es- 
sential to determine the liquidity re- 
quirements. Many clients are prone to 
disregard the realism involved and to 
view this area of estate planning from 
the subjective level. It is the attorney's 
duty to dispel such subjectivism and to 
bring the client to the realization that 
the business interest will be valued at 
fair market value in accordance with ob- 
jective standards. 

No formula can be devised that will 
be applicable to the many different types 
of problems which arise. The nature 
and history of the business, the diversity 
or lack of diversity of the company’s 
operation, and the type of products or 
services it renders have an important 
bearing on the value of its stock. A 
sound determination of value must con- 
sider current and prospective economic 
conditions from the standpoint of (1) the 
national and local economy, (2) the in- 
dustry with which the company is al- 
lied, and (3) the competitive position of 
the particular company. 

In 
should 
book value and financial condition of 
the corporation. Since future earning 


sheets 
the 


addition, recent balance 


be reviewed to determine 


capacity is a major factor in valuing a 
business, all 


past income that will be helpful in pre- 


information concerning 
dicting the company’s future earnings 
should be secured. If the anticipated 
earnings are in excess of that which can 
reasonably be expected as a fair return 
on the net tangible assets, goodwill may 
be indicated. In establishing the value 
of close corporation stock, the dividend- 
paying capacity of the company, as dis- 
tinguished from the dividends actually 
paid, is of importance. In addition, re- 
cent sales of stock (if any), the size of 
the block to be valued and the market 
price of stock of corporations engaged 
in the same or a similar line of business 
which are listed on an exchange have an 
important bearing on the value that 
should be established.1 

In many cases where close corpora- 
tion stock is to be retained, the owner 
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may have a difficult problem in provid- 
ing his estate with sufficient liquidity to 
pay the Federal estate tax even though 
the business may have substantial funds. 
The fair market value of the stock is in- 
cluded in the owner’s estate for death 
tax purposes, but the assets which cause 
the stock to have value are owned by the 
corporation. When certain requirements 
met, 303 the 
Code makes it possible for a corporation 
to 


are however, Section of 


redeem without tax adversity, as 


much of the stock held by an estate as is 
necessary to pay all death taxes and in- 
terest thereon, 


as funeral and 


administration expenses. So long as the 


as well 


proceeds of the redemption do not ex- 
ceed the total of the death taxes plus 
interest, funeral and administration ex- 
penses, none of the proceeds will be 
taxed as a dividend.? If the stock is sold 
to the corporation at the same price as 
it is valued in the decedent’s estate, no 
capital gains tax will be payable. 

In order to be eligible for this special 
tax treatment, the value of the stock in- 
cluded the must 
either (1) exceed 35% of the value of 
the gross estate or (2) exceed 50% 


in individual's estate 
, of the 
value of the taxable estate. Where the 
stock of two or more corporations is in- 
cluded in an estate, it may be treated, 
in determining whether the 35% or 50% 
tests are made, as the stock of one corpo- 
in value of the 
outstanding stock of any such corpora- 


ration if more than 75% 
tion is included in the gross estate. 
The privilege of a Section 303 stock 
redemption is of great importance to 
many businessmen who hope to preserve 
an interest in a close corporation for 
their families. It amounts to a relatively 
painless way of paying death taxes and 
settlement costs, and it constitutes one 
of the few opportunities of using corpo- 
rate funds, without tax adversity, to sat- 
isfy a personal obligation. Broadly 
speaking, it is an advantage that should 


be availed of in every case where it is 
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practical to do so. In cases where this 
procedure is to be used, however, careful 
plans should be laid to assure its avail- 
ability and to avoid harm to the corpo- 
ration by draining off more surplus than 
the corporation can afford. 


Margin for error 

In estimating the values in an estate, a 
comfortable margin should be allowed 
for possible changes and fluctuations in 
the value of assets in order to be sure 
that the corporation stock will meet the 
35% 


may be essential, as a matter of safety, 


or 50% test. In marginal cases, it 


either to increase the value of the stock 
or to lower the value of the other assets 
in the estate. For example, if the estima- 
of the 
gross estate, the margin may be too close 


ted value of the stock is only 37% 
for comfort. It may be advisable to have 
the corporation take out insurance on 
the stockholder’s life for the specific pur- 
pose of increasing the value of the stock. 
In like measure, a safe relative percen- 
tage can often be achieved by giving 
away certain other assets which comprise 
part of the estate, thereby increasing the 
percentage concentration of the corpora- 
tion stock. Above all things, it is often 
essential ‘to avoid any gifts of the cor- 


poration’s stock. 


Making 


If the 


is relied 


redemptions mandatory 


redemption of stock at death 
upon as the primary source of 
liquidity for the estate, every precaution 
should be taken to assure the fact that 
redemption will be possible. In most 
states, corporations are free to purchase 
their stock so long as adequate surplus 
and the 


rights of creditors are not adversely af- 


is available for this purpose 
fected. In addition, the attorney should 
make a careful examination of state law 
and of the corporation’s charter and by- 
laws to make sure that no stumbling 
blocks lie in the path of redemption at 
death. Again, consideration should be 
given to the advisability of taking ap- 
propriate corporate action currently to 
assure the redemption of stock at death. 
If multiple stockholders are involved, it 
is sometimes advisable for them to enter 
into an agreement with the corporation 
under which the corporation becomes 
bound to purchase such stock as is of- 
fered it within the limits of Section 303. 

In addition to the legal questions sur- 
rounding the redemption of stock, it is 
sometimes of greater importance to give 
consideration to the financial ability of 
the corporation to purchase its stock. 
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Little can be gained by selling stock to 
the corporation to produce estate liquid- 
ity if it bleeds off funds to the point that 
the business suffers, its efficiency is cur- 
tailed, or its credit jeopardized. 

In many cases, therefore, plans should 
be made to keep a reasonable liquid re- 
serve available in the corporation. The 
answer, in whole or in part, to this prob- 
lem will often life insurance 
owned by the corporation on the stock- 
holder’s life. When insurance is 
carried, the event that gives rise to the 


lie in 


such 


redemption also produces part or all of 
the money that the corporation must pay 
out. In such a case, the cash needed for 
taxes, funeral and administration ex- 
penses can be taken from other sources, 
and the redemption can be made in ex- 
change for the corporation’s interest 
bearing promissory notes or debentures. 
Such interest will offset the income that 
the estate will lose by using other funds 
for the payment of taxes and settlement 
costs. In addition, the maturity of the 
corporation’s notes or debentures can be 
fixed far enough in the future to allow 
for normal growth and accumulation. 
When the obligation is paid, the estate 
recovers the funds that were expended, 
and the corporation pays the taxes and 
settlement costs after all. Indeed, from 
a broad point of view, an economic ad- 
vantage is sometimes achieved through 
this procedure because income is taken 
from the corporation as interest for 
which the corporation is allowed an in- 
come tax deduction. 


Use of marital deduction 


In many cases, the marital deduction 
may be used to bring the estate within 
the redemption requirements. Assume 
that the value of the gross estate is 
$600,000, including stock in a close cor- 
poration valued at $200,000. Here the 
stock amounts to only 3314% of the 
gross estate, and the right to redeem 
such stock is not available. Assume fur- 
ther that the estate settlement costs and 
to $25,000. Without any 
marital deduction, therefore, and after 
subtracting the $25,000 and the $60,000 


specific exemption, the taxable estate is 


debts amount 


$515,000. Again, stock may not be re- 
because $200,000 is 
than 50% of $515,000. 

If the client should cause $120,000 of 
his property to qualify for the marital 
deduction, his taxable estate 
would be reduced to $395,000; and, in 
this event, 


deemed not more 
however, 


the redemption privilege 
would be available if the wife survives 


—$200,000 is more than 50% of $395,000. 
These figures are used for purposes of 
illustration only and not as a suggestion 
that the margin of safety should be lim- 
ited to $5,000. 

While the marital deduction is of in- 
estimable value in bringing an estate 
within the 50% requirement, it is highly 
debatable in many cases whether this de- 
duction should used extensively 
where the value of the stock amounts to 
more than 35% of the gross estate—es- 
pecially where the redemption privilege 
will not or may not be available in the 
surviving spouse’s estate. 


be 


If the husband is the stockholder and 
uses the marital deduction, his estate 
taxes will be reduced, and the amount 
of surplus that can be withdrawn from 
the corporation through redemption of 
stock is reduced accordingly. On the 
other hand, the marital deduction assets 
will be taxed in the wife’s estate at her 
subsequent death to the extent that they 
are retained; and if she does not own the 
necessary percentage of stock, her tax 
must be paid from liquid assets in her 
estate. In a sense, therefore, the tax must 
be paid from personal assets rather than 
with corporate assets. 

Obviously, the proper determination 
of how extensively the marital deduc- 
tion should be used in such instances is 
a matter of balancing the advantages 
and disadvantages of each case. If little 
or no marital taken, the 
corporation pays the greater part or all 
of the total tax bill. If the full marital 
deduction is taken, the total taxes may 


deduction is 


be reduced, but corporate funds may not 
be available in the wife’s estate. In cases, 
therefore, where the corporation is in a 
financial position to redeem enough 
stock to pay the entire tax at the hus- 
band’s death, it is often preferable to 
limit the marital deduction that is taken 
under the husband's estate plan in order 
the outside of the 
corporation that passes to the family. 
It is sometimes argued that one of the 


major advantages of the marital deduc- 


to increase estate 


tion is that the tax savings at a hus- 


band’s death can be invested the 


production of income throughout the 


for 


wife’s survivorship. This advantage may 
not be applicable, however, where stock 
is to be redeemed to pay death taxes and 
settlement costs, for the reason that cor- 
porate funds are then used and all assets 
(except the stock that was redeemed) 
remain in the estate. If the stock pays 
little or no dividends, the wife’s future 
income will not be affected by the fact 
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that the marital deduction was not fully 
utilized. Again, if the stock does pay 
dividends, and the husband is the sole 
stockholder, the wife’s income may not 
be affected. In the latter case, the stock 
that remains after redemption will still 
represent 100% ownership, and the wife 
will be entitled to all of the dividends 
that are paid. 

In many instances, it is advisable to 
recapitalize a corporation under the tax- 
free provisions of the Federal law in 
order to create a more flexible estate 
planning pattern in cases where plans 
are laid to redeem stock at death. This 
is especially true if two or more stock- 
holders are involved, and it is desired to 
maintain the same voting and equity 
ratio after redemption as existed before. 
[he recapitalization of a corporation is 
governed by state law, however, and it is 
the attorney’s responsibility to see to it 
that any change in capitalization is car- 
ried out in accordance with local stat- 
utes 

\s an example, assume that two in- 
dividuals each own 50% of the one class 
of stock in a close corporation. If stock 
is redeemed upon the death of one, the 
survivor is left in control. Furthermore, 
there is no assurance that the survivor's 
estate will permit any of its stock to be 
redeemed, and the ratios may be unbal- 
anced permanently. In addition, if both 
estates permit stock to be redeemed, the 
amount will probably vary, and_ the 
ratios will no longer be 50-50. 

Where possible under state law, this 
problem may be eliminated by issuing, 
as a tax-free dividend, enough preferred 
stock to each stockholder to cover the re- 
demption needs. It is readily recognized 
that such stock will have the stigma im- 
posed by Section 306 of the Code. “Sec- 
tion 306 stock” has many disadvantages 
if the parties anticipate disposing of it 
during life, but it has no disadvantages 
Death re- 


moves the Section 306 taint. If such stock 


if it is issued “to die with.” 
is specifically non-cumulative as to divi- 
dends, it may be that the corporation 
will not be required to pay dividends on 
it unless desired. The preferred stock 
can be used for redemption purposes at 
death, and the voting and equity ratios 
will remain intact. 


\gain, depending on state law, it may 


e possible to incorporate a conversion 


privilege in the non-cumulative _pre- 
ferred stock that would give a stockhold- 
er’s estate (for a prescribed period after 
the owner's death) the right to convert 


such stock into a prior cumulative pre- 
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ferred stock. In states where this can be 
accomplished, any preferred stock that is 
not redeemed at death can be converted 
and dividends channelled to the estate 
without the necessity of the survivor 
having to take a dividend. 

This is often an important provision. 
The surviving stockholder may be quite 
willing for the decedent’s family to re- 
ceive dividends, but not if he also has 
to take them on top of an adequate 
salary. Although cumulative preferred 
stock is not appropriate for basic financ- 
ing in most close corporations because 
of the present high tax rates, it often 
serves a helpful purpose in carving out 
dividends to fill a special need. 

There are numerous other goals that 
can be achieved by recapitalizing a cor- 
poration where the stock is to be re- 
tained after death. It will be sufficient to 
say that recapitalizations are sometimes 
used to make a division of the corpora- 
different classes 


tion’s stock in among 


different beneficiaries; or to centralize 
voting control in the hands of persons 
who manage the business. 

When an individual owns a controll- 
ing or equal interest in a close corpora- 
tion and desires to preserve the benefits 
of such ownership for his family, the ad- 
vantages of a testamentary trust are fre- 
quently compelling. Such a trust can also 
eliminate the disadvantage of outright 
distribution. The voting power or con- 
trol of the original owner may be held 
intact as long as the trust continues. 
Such voting power or control can be cen- 
tralized in the hands of trustees of the 
individual's selection and is often effec- 
tive in preserving a great portion of the 
value of the stock interest. On the other 
hand, when stock is left outright to two 
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or more individuals, the voting control 
of a majority interest or the voting bal- 
ance of an equal interest may be lost, 
either at the time of the distribution of 
the stock or at a later date when one of 
the beneficiaries dies. 

When stock is distributed outright, 
any subsequent dividends must necessar- 
ily be paid to those who own the stock 
and in the proportion in which the stock 
is owned. In such a case, if the sole own- 
er of a corporation desires that his wife 
receive the entire income from the busi- 
ness during her lifetime, all of the stock 
must be left to her. On the other hand, 
if he desires that his three children share 
equally in the income, each must receive 
an equal portion of the stock outright. 
Under a trust, however, dividends on the 
stock may be paid in any manner in ac- 
cordance with the terms of the trust in- 
strument. In brief, a trust permits any 
desired distribution of income without a 
parallel distribution of stock. At the 
the stock held to- 
gether as a unit and voted by the trustee 


same time, may be 


or trustees for the best interest of both 
the beneficiaries and the business. 

If the stock is left outright to a wife, 
unnecessary capital may be sacrificed 
through successive taxation at the time 
of her death, and if the stock passes to 
the children at the wife’s death, a third 
tax may again be payable when each of 
the children dies. In many instances, the 
survival of a close corporation depends 
upon a stockholder’s ability to pay the 
Federal estate tax which is levied against 
the stock, and a succession of such taxes 
is often prohibitive. A trust, however, 
can be used under present law to elimin- 
ate any further tax upon the death of a 


A 


beneficiary. 





THE TAXATION SECTION of the Amer- 
ican Bar Association has completed 
this year the tremendous task of re- 
viewing the proposed Treasury Reg- 
ulations under the 1954 Code—a task 
the request of the 
1954. Since 
the Section has reviewed almost 


undertaken at 
then, 
100 
submitting 
the 
Commissioner, the Treasury and the 


Commissioner in 
proposed Regulations, 
comments and suggestions to 
Congressional staffs. 

This work has required a tremend- 
ous effort on the part of the ABA 
committees. Hundreds of ABA mem- 





ABA TAX SECTION REVIEWS REGULATIONS 


bers have spent thousands of man- 
hours reviewing and criticizing the 
proposed Regulations in the light of 
their experience in the practical ap- 
plication and administration of the 
tax law. 

Active cooperation was obtained 
105 

Regulation to 


with a 
all 


working within the framework of the 


from committees, each 


specific review, 
35 committees of the Section. All of 
the comments and suggestions were 
coordinated by the Section’s Policy 
and Coordinating Committee before 
the Commissioner. 


being sent to 
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How to transfer net operating losses, 


other carryovers, to acquiring corporations 


by W. B. WOOD 


Carryover rules under the 1954 Code are a departure from prior concepts. These 


new rules require much clarification, 


which Regulations and litigation will no 


doubt supply. But until this clarification is made, careful tax planning is needed 


to get desired tax results. Mr. 


certainties. 


Wood here provides 


This article is based on a paper 


guide through these un- 


written for the 3rd Annual Institute 


on Taxation of the Texas Society of CPAs. 


1954 
tax 


Pp to the enactment of the 
Internal Revenue the 
attributes of a were gen- 
erally considered to be non-transferable, 


Code, 
corporation 


and they disappeared with the corpora- 


tion.! However, in some cases, princi- 
pally involving the excess profits tax, a 
contrary result was reached.? In the in- 
terest of and in 
the 1954 
Code provides that under certain circum- 


the 


»sroviding certainty 
5 / 


order to eliminate confusion, 


Stances, successor corporation must 


step into the “tax shoes” of its prede- 
cessor, as to 19 specific items enumerated 
381 


Presumably, 


1 Section of the Code. 

the general rule applies 
as to all other attributes; otherwise, there 
would be no necessity for a specific list- 
ing of the items which are carried over.3 
It was the intent of Congress thus to pro- 
vide for carryovers based upon economic 
realities rather than upon such arti- 
ficialities as the legal form of the re- 
organization. The provision is not elec- 
tive. If the designated requirements are 
met, the enumerated items carry over 
irrespective of their helpful or harmful 
consequences in the particular situation. 
While this change in the 1954 Code was 
generally viewed as an improvement and 
a liberalization, careful tax planning for 
any corporate combination obviously 
continues to be of prime importance. 


Carryovers are produced in those 


situations where one corporation (the 


“acquiring” corporation) acquires sub- 
stantially all of the assets of another 
corporation (the “transferor” corpora- 


tion) in a nontaxable liquidation or re- 
organization where the acquiring corpo- 
takes the transferor’s 
These 


ration basis in 
are the 
liquidation of a subsidiary, 
with the exception of Section 334(b)(2) 
liquidations, (liquidation of a recently 
acquired subsidiary) and the following 
reorganizations: (1) A statutory merger 
or consolidation, (2) The acquisition of 
substantially all of the properties of an- 


those assets. situations 


complete 


other corporation in exchange for voting 
stock; (3) The transfer of substantially 
all of the transferor’s assets to another 
corporation, which the transferor’s stock- 
holders then control, for stock, securi- 
ties, or other property which the trans- 
feror then distributes to its shareholders; 
and (4) A mere change in identity, form, 
or place of organization. 


Carryover provisions 

The carryover provisions do not apply 
to partial liquidations, or to liquidations 
of a subsidiary under 334(b)(2) men- 
tioned above, where the parent takes as 
its basis in the assets acquired its cost of 
the subsidiary’s stock. Nor do they apply 
to divisive reorganizations, such as split- 
offs, splitups, and spinoffs, or to transfers 


to controlled corporations. Evidently, 
the economic realities of these situations 
did not justify their inclusion, or per- 
haps the resulting complications were 
considered too great. Finally, insolvency 
reorganizations and exchanges or distri- 
butions pursuant to orders of the Securi- 
ties and Exchange Commission are not 
included. 

Often in popular usage and _infre- 
quently in technical 
terms lonkigeeard ; 


the 
“net operating 
have been used synony- 
Actually the term 
refers to the utilization of any 
enumerated 19 tax attributes. 
operating loss carryover” 


discussions, 
and 
loss carryover 
“carryover 

of the 
The “net 
is but one of 
these attributes, although it is frequent- 
ly the most important. While any one 
of the 19 items could assume great sig- 


mously. 


nificance in a particular combination, 
from the standpoint of general 
plicability and interest, the 
portant are: 
Net operating loss carryover; 
Earnings and profits or deficit; 
Capital loss carryover; and 


ap- 


more im- 


Method of accounting. 

The general operating rules provide 
that the taxable year of the transferor 
corporation the date of the 
This is defined as the day on 
the is completed; but, 
under prescribed Regulations, the date 
when substantially all the property has 
been transferred 
transferor 


ends on 
transfer. 


which transfer 


may be used if the 
all operations, other 
liquidating activities, after that 
Since no Regulations have been 
proposed for any of the carryover pro- 


visions of the Code, this latter provision 


ceases 
than 
date. 


is not too meaningful, as yet. In either 


event, this rule will often result in a 
short taxable year for the transferor, 
which will affect the life of its loss carry- 
over. In addition, a net operating loss 
of the acquiring corporation for a tax- 
able year ending after the date of trans- 
fer cannot be carried back to a taxable 
year of the transferor. None of these 
operating rules is applicable to a mere 
change in identity, 
organization. 


form, or place of 

This exception represents a change 
from prior concepts. Since almost all 
reorganizations under Section 381 would 
also qualify as one of the other types, it 
would seem desirable, where this excep- 
tion is of importance, to be extremely 
careful that the transaction is in fact a 
mere change in identity, form, or place 
of incorporation. 

The 1954 Code, of course, provides for 


? 
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a two-year carryback and a _ five-year 
carryover of net operating losses. Cer- 
tain general limitations and conditions 
are provided in connection with the 
carryover of this item in corporate 
acquisitions. A corporation, a calendar- 
year taxpayer, acquires all of the assets 
of T corporation, in a qualified trans- 
action, on October 31, 1956, and T has 
net operating loss carryovers of $200,000, 
no part of this loss can be used to offset 
1954 or 1955. 


in the year in which the acquisition 


\’s income for Further, 


occurs, the use of the transferor’s net 
operating loss carryovers is limited to 
the amount of the acquiring corpora- 
tion’s post-acquisition taxable income. 
Such income is determined by prorating 
the taxable income of the acquiring 
corporation, for the entire year, accord- 
ing to the number of days before and 


after the transfer date. 


Rules for loss carryovers 


Where both corporations have loss 
carryovers, a complicated set of rules 
must be followed in the computation 
and utilization of the net operating loss 
carryover to later years. First, any loss 
year of the transferor which ends on 
the same day as a loss year of the acquir- 
ing corporation is considered to be a 
prior year to that of the acquiring corpo- 
ration. If the transfer date is not the last 
day of the taxable year of the acquiring 
corporation, its taxable year is treated, 
for this purpose only, as two taxable 
years: the pre-acquisition part year and 
The 


acquiring corporation’s taxable income 


the post-acquisition part year. 
for the entire year is prorated between 
the two periods, according to the num- 
mer of days in each. The net operating 
loss deduction for the pre-acquisition 
part year is then computed in the cus- 
tomary manner. Any loss carryovers of 
the acquiring corporation, not absorbed 


by the income of the pre-acquisition 


part year, are available for use in the 
post-acquisition part year and future 
taxable years. The loss carryovers of 


both transferor and acquiring corpora- 
tion can be used against the post-acqui- 
sition part-year income, according to 
It should be 


determining the five years to which a 


their ages. noted that in 


loss can be carried over, the pre-acqui- 


New Colonial Ice Co., 292 U.S. 435 (1934). 

E.g. Stanton Brewery, Inc., 176 F.2d 573 (2d 
Cir. 1949). 

The Committee Reports state that no inference 
is to be drawn from the enactment of this Sec- 
tion whether any item or tax attribute may be 
utilized by a successor or predecessor corpora- 
tion under existing law. Sen. Rep. No. 1622, 83d 
Cong., 2d Sess., p. 277. 

* Under Sec. 172(b) (2) (A). 


sition and post-acquisition part years of 
the acquiring corporation are considered 
as only one taxable year. 

For example, assume that corporation 
A acquires all of the assets of corpora- 
tion T in a qualified transaction on 
October 31, 1956. A and T, both being 
on a calendar-year basis, had loss carry- 
overs as follows: 


4 A T 
1953 —0— $2,000 
1954 $12,000 5,000 
1955 17,000 9,000 


A’s taxable income for 1956 is $3,650, 
so that its pre-acquisition part-year’s in- 
come is $3,040 (304/365 of $3,650) and 
its post-acquisition part: year’s income is 
$610 (61/365 of $3,650). T’s operations 
through October 31, 1956 result in tax- 
able income of $1,000 for this short year. 
No modifications are required for eithe: 
A or T for 1956.4 Based on these facts, 
A’s net operating loss deduction for 
1956 would be: 


T’s 1953 $ 610 
A’s 1954 12,000 
A’s 1955 17,000 


$29,610 


T’s 1953 carryover of $2,000 is first 
used to offset its income of $1,000 for 
the short year ended October 31, 1956. 
Since the use of T’s carryovers by A 
during 1956 is limited to its post-acqui- 
sition part year’s income of $610, the 
following carryovers from T will remain 
(assuming A remains on a calendar-yea1 
basis): 


available 
T’s 1953 $ 390 1957 
T’s 1954 5,000 1957, 1958 
T’s 1955 9,000 1957, 1958, 1959 


Since A’s pre-acquisition part year’s 
income absorbed $3,040 of A’s loss carry- 
overs, the following loss carryovers from 


A remain: 


available 
A’s 1954 §$ 8,960 1957, 1958, 1959 
A’s 1955 17,000 1957, 1958, 1959, 
1960 


Changes in control 

The Code in Section 382 requires the 
complete disallowance of the entire net 
operating loss carryover where two con- 
ditions are present: first, purchases or 
redemptions of stock result in the ten 
largest stockholders of the corporation 
owning at least 50 percentage points 
more of its stock, at the end of the tax- 
able year, than they owned at the be- 
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ginning of such taxable year, or at the 
beginning of the preceding taxable year; 
second, and in addition, the corporation 
has not continued to carry on a trade or 
business substantially the same as it con- 
ducted before the ownership change. Jf 
any other person owns the same per- 
centage of stock as one of the ten, then 
the group is enlarged to include that 
person; if the ownership of any of the 
ten largest stockholders is attributed to 
then 


sons are considered as only one person in 


another of the group, such _per- 
selecting the group of ten persons. All 
percentage computations are based on 
the fair market values of the various 
classes of stock except nonvoting, non- 


participating preferred stock. 


Attribution of ownership 


The attribution of ownership referred 
to is under the general rules of construc- 
tive ownership of stock in Section 318 
except that ownership may be attributed 
without regard to the usual 50% con- 
trol requirement as to corporations. This 
application of the constructive-owner- 
ship rule is not entirely clear and could 
lead to much coniusion. Taken literally, 
any stock owned by a stockholder is at- 
tributed to all other corporations in 
which he is a shareholder. Conversely, a 
pro rata amount of any stock owned by 
a corporation is attributed to each of 
its stockholders regardless of their con- 
trol of such corporation. For example, 
if Corporation X stock is owned 60%, 
by A and 40%, by B, and both A and B 
own some American Telephone & Tele- 
graph stock, then presumably AT&T is 
considered to own constructively 100% 
of Corporation X stock. It might, there- 
fore, be inferred that B could purchase 
A’s stock without consequence. Further, 
it should be pointed out that the mere 
fact that two interested parties both hold 
stock in another corporation, such as 
General Motors, might upset the most 
careful tax planning in the matter of 
percentages. The manner in which the 
constructive-ownership principle is to be 
applied in these cases needs additional 
clarification. 


Percentage value comparison 


Determination of whether the 50- 
percentage-point increase has occurred 
involves a comparison of the percentage 
of value, not the number of shares, of 
the entire stock owned by each of the 
persons in the group of ten at the end 
of the taxable year with that owned, by 
the taxpayer at the beginning of such 





336 


The Journal of Taxation 


[W. B. Wood is a CPA and a partner in 
the accounting firm of Peat, Marwick, 
Mitchell & Co., Dallas, Texas.] 


year, and at the beginning of the prior 
year. For example, the following table 


will illustrate the computations: 


stockholders 


(unrelated) 1-1-1955 

\ 45 

B 5 

C 25 

D 25 

E _ 

F —_ 
Total 100% 


In this example, the first condition is 
met. In making the comparison, it must 
be remembered that stock includes all 
stock except nonvoting, nonparticipating 
preferred stock. The term “purchase” is 
limited to acquisitions from unrelated 
stock 


acquired is its cost. This definition would 


persons where the basis of the 
exclude changes in percentages because 
of gifts and inheritance, or by pur- 
chase from some person whose holdings 
would be attributed to the purchaser 
under the constructive-ownership rules. 
Redemptions to pay death taxes are also 
specifically excluded. 





Request for Treasury action 
\ REQUEST that the Treasury act now 
on applications for accounting period 
changes that do not involve adjust- 
send on 
Winkle, 
missioner of 


ments was August 8 to 


Justin F. Assistant Com- 


Internal Revenue, by 
Wallace M. Jensen, general chairman 
of the Federal tax committee of the 
AICPA. In January the Treasury an- 
nounced that it would not rule on 
such applications pending issuance of 
Regulations on Section 481, which 
requires adjustments to prevent du- 
plication or omission of income be- 
cause of accounting method changes. 
In February it announced that no 
Regulations would be proposed be- 
cause of the probability that Section 
481 would be amended. An estimated 
three thousand applications are now 
awaiting action. In the majority of 
them, said Mr. Jensen, the potential 
Section 481 adjustments are “rela- 
tively unimportant,” and action on 


them has been deferred “without 


justification.” 
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If, under these rules, the comparison 
of stockholdings reveals that there has 
been an increase of 50 percentage points 
in the holdings of the ten largest stock- 
holders, it determined 
whether the corporation has failed to 
continue to carry on a trade or business 


must then be 


holdings (% of value of outstanding stock) 


1-1-1956 12-31-1956 increase 
20 35 15 
20 25 5 
30 _ _ 
20 20 20 
10 20 20 
100% 100% 60% 


substantially the same as it conducted 
before the ownership change, since both 
requirements must be met before the net 
operating loss dis- 


carryover will be 


allowed. If no prohibited change in 


business occurs, then, insofar as_ this 
provision is concerned, the loss carry- 
over is still available even if all of the 
stock ownership has changed. By im- 
plication, it would seem that the loss 
corporation must be engaged in an 
could not be a 
mere shell. Further, unless prohibited 
by other provisions of the Code, it would 


seem that a corporation could change 


active business and 


the nature of its business after the ex- 
piration of the required period which, 
under some circumstances, could be less 
than two calendar years. 


Business “substantially the same” 


The “substantially the 
same’”’ is far from clear. The Senate Com- 
mittee Report indicates that a change 
in location 


meaning of 


be allowed and 
indicates that any discontinuance, other 
than of a minor portion, of the busi- 
ness conducted by the loss corporation 


would not 


would also be a failure to carry on the 
business substantially the same. How- 
ever, the addition of a new trade or 
business would evidently not be pro- 
hibited. Litigation will probably be re- 
quired to shed more light on this pro- 
vision. In the meantime, where the re- 
quired change in ownership has oc- 
curred, care should be taken so that the 
business is carried on a nearly as pos- 
sible without change. Conversely, where 


there has been a change in the business, 
care should. be taken lest changes in 
stock ownership, during the balance of 
the taxable year or the subsequent year, 
meet the above-described tests and pro- 


vide a basis for disallowance of the net 
operating loss carryover.5 


Changes in reorganization 

Either a partial or complete disallow. 
ance of the net operating loss carryover 
may result under certain conditions 
where there is a change in ownership as 
a result of a reorganization. In the ap- 
plication of these provisions, it ‘is im- 
material whether the loss corporation is 
the acquiring or transferor corporation 
or whether the loss corporation con- 
tinues its former business activities. If, 
immediately after the reorganization, the 
former stockholders of the loss corpo- 
ration, in their capacity as such, do not 
hold at least 20% of the fair market 
value of the outstanding stock of the 
surviving corporation, the net operating 
loss carryover is reduced to an amount 
proportionate to the ratio of their ulti- 
mate holdings to such 20%. For this pur- 
pose, also, stock is defined so as to ex- 
clude nonvoting, nonparticipating pre- 
ferred stock. Where the stock- 
holders of the loss corporation, in their 
capacity as such, hold at least 20% in 
fair market 


former 


stock of the 
surviving corporation, then the net op- 
erating loss carryovers are not affected 


value of the 


by these provisions. If a reduction is re- 
quired, the percentage of loss carryovers 
will be five 
times the percentage of stock traceable 
to the loss corporation. It should be 
especially noted that the required per- 
centage holdings must be traceable to 
the former 


which remains available 


stockholdings in the loss 


corporation. 


Computing the loss carryover 


Assume, for example, that before a 
merger, the stock of L and of P is held 
as follows: 


stockholders L x 
A 60 shares 5 shares 
B 40 shares 25 shares 
Cc 0 shares 70 shares 
Total 100 shares 100 shares 


Pursuant to a plan of reorganization, 
1,900 


assets of P. P is 


L_ issues shares for all the 
After the 
transaction, the stockholdings in L are 
as shown in the following table. 


new 


dissolved. 


5 The Senate Committee Report indicates that 
the change in business must result from the 
change in ownership but this does not seem to 
be required by the Code provisions. See Sen. Rep. 
No. 1622, 83d Cong., 2d Sess., p. 285. 

®*See Groman, 302 U.S. 82 (1937) and Bashford, 
302 U.S. 454 (1938). 

™Sen. Rep. No. 1622, 83d Cong., 2d Sess., p. 286; 
H.R. Rep. No. 2543, 83d Cong., 2d Sess., p. 40. 
5 Sec. 382(b) (1), IRC when read‘in conjunction 
with Sec. 381(a) (2) and Sec. 368(¢a) (1) (B). 

* Sec. 129, 1939 IRC. 
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stockholder shares per cent shares percent shares percent 

A 155 7.75 60 3.00 95 4.75 

B 515 25.75 40 2.00 475 23.75 

C 1,330 66.50 0 0 1,330 66.50 

Votal 2,000 100.00 100 5.00 1,900 95.00 
\fter the merger, the former stock- tion the latter is treated as though it 
holders of L (A and B) do own more’ owned a percentage of the surviving 


than 20% of the stock of the surviving 
corporation L (namely, 33.5%). But only 
5° is traceable to their former holdings 
in L, the rest being due to their hold- 
ings in P. Accordingly, L’s loss carry- 
overs will be reduced by 75% (5 times 
20% 59). 


Where the survivor issues more than 


minus 
one class of stock, and these classes are 
the 
same proportion, complicated valuation 

As _ previously 
all stock 
nonparticipating 


not issued to each stockholder in 


problems may arise. 
stock 


nonvoting, 


stated, includes 


except 
preferred 
stock. Valuation is, of course, always a 
fact question, and the Service could 
later propose a valuation different from 
that contemplated by the parties at the 
time of the exchange. Failure to sub- 
stantiate the original valuation in that 
event might result in an unanticipated 
reduction of the loss carryovers. To 
guard against such problems, it might 
be well to provide an extra margin of 
safety in the amount of qualified stock 
the stockholders of the loss 
corporation, and to equalize the eco- 
nomics by issuing to the other stock- 
holders nonvoting, nonparticipating pre- 
ferred stock. 


issued to 


Chis limitation does not apply to re- 
organizations where the stock of both 
corporations is owned substantially by 
the same persons in the same proportion. 
Thus, if X and Y each owns one-half of 
A’s stock, and one-half of T’s stock, 
then an acquisition of loss corporation 
I’s assets by A would not result in the 
of the loss carryovers from T 
change in ownership limita- 
tions are not applicable. Where the 
ownership of both corporations is exact- 


reduction 


since the 


ly the same, no difficulty should arise. 
But, in other cases, reliance on this ex- 
ception might be unwise in view of the 
fact that the meaning of the word “sub- 
stantially” is far from clear. 

If loss-corporation stock is owned by 
the acquiring corporation before the re- 
organization, then after the reorganiza- 


corporation’s stock, probably its own 
stock. The percentage is based on the 
ratio of the value of the total loss-corpo- 
ration outstanding stock before the re- 
the 
stock of the surviving corporation imme- 


organization to total outstanding 
diately after the reorganization. For ex- 
ample, T, the loss corporation, has out- 
standing stock valued at $240,000 and 
A, the acquiring corporation, has out- 
standing stock valued at $820,000. A 
owns 25%, of T’s outstanding stock. In 
a merger, the other stockholders of T 
are issued A stock having a value of 
$180,000, A’s holdings in T are 
celed, and there is thereafter $1 mil- 
lion of A stock outstanding. Without 
consideration of A’s former holdings in 
T, the former stockholders of T 
only 18% of the surviving corporation. 
But the ratio of the value of T stock be- 
fore the transaction to A stock after the 
(240,000) 


can- 


have 


reorganization is 24% and 
(1,000,000) 
one-fourth of this or 6% of A’s stock is 
treated as being owned by A as a result 
of its former holdings in T. Thus, 24% 
(18 + 6) of the stockholdings in A, the 
survivor, are traceable to former stock- 
holders of the loss corporation T and no 
reduction in the loss carryovers of T will 
result. 

Where a parent corporation issues 
stock for assets transferred to its sub- 
sidiary, the parent’s stock is considered 
as stock of the acquiring subsidiary in 
an amount valued at an equivalent fair 
market value. 

This, of course, represents a change 
from prior case law.® To illustrate the 
application of this principle, assume that 
P has outstanding stock valued at $900,- 
000 and issues additional stock valued 
at $100,000 to the former stockholders 
of T, the loss corporation, whose assets 
are then transferred to S, a subsidiary 
of P. The $100,000 of P’s stock is treated 
as though it were the stock of the 
acquiring corporation, S, so that if S is a 


337 


new company, presumably 100% of the 
value of S’s stock is owned by former 
stockholders of T. Of course, if S were 
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already in existence, the percentage of 
ownership would be lower, depending 
on the value of S's outstanding stock, 
but relatively speaking, it would still 
seem easier to meet the 20% require- 
ment in this type of transaction. In 
either event, the stockholders of T have 
only a 10% interest in P which might 
be even lower, depending upon the ac- 
tual facts. Although it is difficult to re- 
concile this result with the Congres- 
sional intent that the 20% continuity 
of interest apply to the corporation 
using the net operating loss carryovers, 
and that it not be watered down by 
use of intermediate corporations,’ the 
Code provisions seem clear in this re- 
spect. However, use of this provision 
might increase the possibility that the 
Revenue 
combination 


would attack such a 
other grounds, e.g., 
acquisitions made to evade or avoid in- 


Service 
on 


come tax. 


Exception to 20% rule 


It should also be pointed out that the 
20%-continuity-of-interest provisions are 
not applicable to the Section 368(a)(1)- 
(B) type of reorganization, effected by 
the acquisition of 80-plus % of the 
loss-corporation stock in exchange solely 
for voting stock of the acquiring corpo- 
ration.§ In such cases, the acquisition of 
the loss corporation could be made with- 
out regard to the percentage of the ac- 
quiring-corporation stock exchanged. 
Since such an exchange is evidently out- 
side the purchase definition, there would 
seem to be no definite prohibition 
against a change in the business of the 
loss corporation. Similarly, in theory at 
least, the acquired subsidiary could there- 
after, and not as a step in a single plan, 
be liquidated and its loss carryovers be 
made available to the acquiring corpo- 
ration. However, neither of these actions 
seem advisable in light of other con- 
siderations discussed later. In any event, 
it seems clear that the loss could be 
utilized by a transfer of income-produc- 
ing assets to the loss-corporation sub- 
sidiary. 


Acquisition to avoid tax 


In addition to the new carryover pro- 
visions, both general and special, dis- 
cussed above, it is also necessary to con- 
sider other provisions of the Code in 
connection with most net operating loss 
carryover situations. In an effort to 
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discourage the traffic in loss-corporation 
shells, Congress enacted in 1943 a pro- 
vision permitting the disallowance of 
a deduction, credit or other allowance 
obtained by an acquisition of property 
or stock with a purpose to evade or avoid 
tax.? While the Commissioner has not 
had much success in applying this pro- 
vision,!® it was carried over in the 1954 
Code as Section 269 with a presumption 
added. It has been widely assumed that 
these provisions do not prevent the de- 
duction of loss carryovers or losses by 
the the 


new 


sustained 
the 
provisions already discussed strengthens 
[See, Coastal Oil 
Storage Co., 242 F.2d 396, which denied 


corporation which 


losses,11 and the addition of 


this view. however, 
a surtax credit to a subsidiary created to 
take over part of its parent’s assets, on 
the ground that the motive for the trans- 
fer was tax avoidance. See also the dis- 
cussion at 7 JTAX 218 of the doubt 
this cast on Alprosa Watch Corp.—Ed.| 
The Senate Finance Committee Report 
indicates the relation 
between Section 269 and 382, and sug- 


consideration of 


gests that both are not to be applied to 
the same loss carryover.!* A detailed dis- 
cussion of this provision would be out- 
side the scope of the present paper; 
that 


the taxpayer faces a greater burden of 


however, it should be mentioned 
proof where the consideration for the 
acquisition is substantially less than the 
sum of the tax bases of the underlying 
corporate assets plus the tax benefits not 
reflected in such bases and not other- 
wise available to the acquiring corpora- 
tion. In view of this provision (Section 
269(c)), and also because the net operat- 
ing loss carryovers of the transferor 
corporation will expire one year earlier 
than those of the acquiring corporation, 
as discussed above, it would still seem 
advisable to have the loss corporation 
remain in existence. 


Purpose; continuity 


At this point, it might be well to make 


reference to the fact that, in addition 
to the Code provisions, there are numer- 
ous court decisions establishing certain 
general principles of tax law which must 
be carefully considered in planning cor- 
porate combinations and which might 
be particularly pertinent to net operat- 
ing loss carryover situations. One such 
principle is the requirement that there 
must be a dominant corporate business 
purpose for the transaction. It cannot 
amount to a sham or be merely a scheme 


for the avoidance of taxes.13 The trans- 
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action must have substance and reality 
as a genuine transaction, and strict com- 
pliance with the Code is of no avail if 
these are lacking. Further; there must be 
a continuity of interest. This is a judic- 
ially developed finds 
expression in the Regulations (Income 
Tax Reg. (1954), Sec. 1.368-1(b)) which 
set out that (1) a continuity of the busi- 
ness enterprise under a modified corpo- 
rate form, and (2) a continuity of in- 
terest on the part of the persons who 


doctrine which 


were the owners of the enterprise prior 
to the reorganization are requisite to a 
reorganization under the Code. In addi- 
tion, there are many cases in which the 
steps of a transaction are disregarded 
and the entire transaction viewed as a 
single event for tax purposes.14 These 
are but a few of the many nonstatutory 
requirements which must be considered. 
A detailed discussion of these decisions 
would be outside the scope of this paper, 
but it is well to bear in mind that the 
court-made rules are ever present and 
are by no means superseded by the 1954 
Code. 


Earnings and profits 


the 1954 
Code,!5 earnings and profits were gen- 


Even before the advent of 
erally considered an exception to the 
broad rule that the tax attributes of a 
corporation disappear with that corpo- 
ration. Provision is now made in Section 
381 for the carryover of a deficit, and 
more definite rules governing the carry- 
over of earnings and profits or deficits 
are prescribed. These are considered to 
pass to the acquiring corporation as of 
the date of transfer. If either the acquir- 
ing corporation or the transferor has a 
deficit, it cannot be offset against exist- 
ing earnings and profits of the other. 

This rule will require a separate ac- 
counting for these items because a 
deficit, and earnings and profits, may 
exist side by side. The deficit account 
will be offset only by subsequent earn- 
ings and profits after the transfer date, 
while evidently the earnings-and-profits 
account can be offset only by subsequent 
the taxable 


year of the transferor ends on the trans- 


dividends or losses. Since 
fer date, the computation of its earn- 
ings and profits should be more or less 
routine. In computing the earnings-and- 
profits accumulation of the acquiring 
corporation, for the year in which the 
transfer occurs, it is necessary to make 
a proration based on the number of 
days in the pre-acquisition part year and 
the post-acquisition part year in much 


the same manner as was discussed earlier 
in connection with the net operating loss 
carryover, but the computation is made 
without regard to accumulated earnings 
and profits (or deficit) received from 
the transferor. The pre-acquisition earn- 
ings and profits as thus determined can- 
not be offset by any deficit of the trans- 
feror, but that deficit would be available 
to offset the post-acquisition accumula- 
tion. 


Other carryovers 

Capital loss carryover—The acquiring 
corporation also succeeds to the capital 
loss carryover of the transferor in much 
the same manner as to the net operating 
loss carryover. It is available in the first 
taxable year ending after the transfer 
date, and is deemed a short-term capital 
loss for, that year, but its use in such 
first year is limited to the amount of the 
acquiring corporation’s net capital gain 
for its post-acquisition part year. This 
amount is obtained by prorating the net 
capital gain of the acquiring corpora- 
tion, without consideration of the trans- 
feror’s capital gains, for the entire year 
between the pre-acquisition part year 
and the post-acquisition part year ac- 
cording to the number of days in each. 
Ihe capital loss carryover of the trans- 
feror corporation is applied first where 
the acquiring corporation also has a 
capital loss carryover arising in the same 
taxable year. In subsequent taxable 
years, the remaining capital loss carry- 
over of both corporations is available in 
full. 

Method of accounting—The acquiring 
corporation must use the transferor cor- 
poration’s accounting method unless the 
used different 
the 
Regulations to 
be prescribed. But since no Regulations 


various ¢ orpora tion S 


methods, in which case method is 


to be determined under 


have been issued, this provision opens a 
host of questions, and many will prob- 
ably still remain unanswered even after 
their issuance. In the broadest sense, ac- 
counting methods would include all elec- 
tions and methods of computation of 


treatment of items. However, inven- 


tories, depreciation, installment method, 


amortization of bond discount or pre- 


mium, and mine exploration and de- 
velopment expenditures are all included 


10 See Alprosa Watch Corp., 11 TC 240 (1948) 
and A. B. & Container Corp., 14 TC 842 (1950). 
acq. 1950-2 CB 1. Each deals with deduction of 
loss carryovers, although Section 129 is not men- 
tioned in the latter. 

1 See Alprosa Watch Corp. and A. B. & Con- 
tainer Corp., note 10 supra. 

12 Sen. Rep. No. 1622, 83d Cong., 2d Sess., p. 284. 
18 Gregory, 293 U.S. 465 (1935), was the first of 
numerous cases to lay down this general princi- 
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as separate items among the 19 carry- 
over attributes. Thus, the term evidently 
is not here used in its all-inclusive mean- 
ing. It is hoped that the forthcoming 
Regulations will shed additional light 
on this provision. 
Inventories—Inventories received by 
the acquiring corporation are to be 
at the 
ventories were taken by the transferor 


taken same basis on which in- 
unless the various corporations used dif- 
ferent bases, in which case a method is 
to be adopted pursuant to prescribed 
1954 


the 1939 Code provide generally that 


Regulations. Since both the and 
the Commissioner should prescribe the 
basis for inventories, this result should 
As 
mentioned earlier. Regulations have yet 


have been reached in any event. 
to be issued under any of the carryover 
provisions. 

Depreciation method—The method used 
in computing depreciation allowances 
by the transferor corporation will carry 
over to the acquiring corporation which 
the The 
celerated-depreciation methods will be 


must use same method. ac- 


limited to that portion of the basis of 
the assets in the hands of the acquir- 
ing corporation which does not exceed 


the transferor’s basis in such assets. If 


the declining-balance method has been 
used by the transferor, the acquiring 


corporation should also be able to 
change subsequently to the straight-line 
method. 

the 


quiring corporation acquires installment 


Installment method—Where ac- 
obligations as to which the transferor 
had made a proper election, then it is 
treated as having made such an election 
and must continue to report on the in- 
stallment basis. Presumably, the same re- 
have obtained 
1939 Code. 
{mortization of 


would 
the 


sult generally 
under 
bond discount o 
premium—If the acquiring corporation 
assumes liability for bonds of the trans- 
feror issued at a discount or premium, 
the acquiring corporation will include 


such premium in income or deduct such 


discount as if it were the transferor 
corporation. The same result as to bond 
discount had been reached in some 


cases dealing with a statutory merger 


based on the continuing-corporation 


concept.!6 


ple of corporate business purpose. 


E.g., Minnesota Tea Co., 302 U.S. (1938). 
Sansome, 60 F.2d 931 (2d Cir. 1932), cert. 
den., 287 U.S. 667. 

®*E.g., Metropolitan Edison Co., 306 U.S. 522 
(1939). 

Noble Drilling Co., 135 F.2d 721 (10th Cir. 
1943). 


‘ E.g., Brown Fence and Wire Co., 46 BTA 344 
(1942). 


Mining exploration and development 
expenses — The acquiring corporation 
succeeds to the transferor’s position and 
election, if any, as to mining explora- 
tion and development expenses. Its de- 
duction of any such expenses which have 
been deferred will be in the same man- 
ner and to the same extent as the trans- 
feror corporation. If the election to ex- 
pemse or capitalize intangibles is con- 
sidered a method of accounting, similar 
may 
Otherwise, there is no provision cover- 


carryover of that election result. 
ing such election. 
Contributions to pension, annuity, 
stock-bonus and profit-sharing plans— 
The acquiring corporation is entitled to 
deduct contributions to pension plans, 
employees’ annuity plans, and _ stock- 
bonus and profit-sharing plans in the 
same manner and to the same extent as 
such contributions would have been de- 
ductible by the transferor corporation. 
Under the 1939 Code, a successor com- 
pany in a statutory merger was allowed a 
the 
service pension-fund payments to the 


carryover of deduction for past- 
same extent as the predecessor would 
have been entitled if it had continued in 
business. A 1956 amendment, discussed 
later, has modified the status of the suc- 
cessor in certain liquidations under the 
1939 Code. 

Recovery of bad debts, prior taxes o1 
delinquency amounts—If bad debts, 
prior taxes, or delinquency amounts, 
previously deducted or credited by the 
transferor, are recovered by the acquir- 
ing corporation after the transfer date, 
it will include in its income only the 
amount that would have been includible 
by the transferor. Some earlier cases had 
of such bad 


denied tax-free 


debts in spite of the fact that the suc- 


recovery 


cessor had no actual tax benefit from its 
deduction. 

Involuntary conversions—Where money 
or other property resulting from an in- 
voluntary conversion by the transferor 
passes to the acquiring corporation, the 
tax position of the transferor, as re- 
gards such money or other property, 
carries over to the acquiring corpora- 
tion. Where the acquisition resulted in a 
the 
the replacement period will be corres- 


short taxable year for transferor, 
pondingly shortened, of course. Again, 
this rule could make it advisable to con- 
sider carefully the question of which 
corporation should survive. 

Dividend carryover to personal hold- 
ing company—If the acquiring corpo- 


ration is a personal holding company, 
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it can include the dividend carryover of 
the transferor in computing its divi- 
dends-paid deduction for taxable years 
ending after the transfer date to the 
same extent as the transferor could have 
included it. This provision represents a 
change from a prior case law.17 No re- 
quirement that the transferor must have 
been a personal holding company is 
included, and presumably none exists. 
Indebtedness of certain personal hold- 
ing companies. If the acquiring corpo- 
ration is a personal holding company, 
it may deduct, to the same extent as the 
transferor, amounts used or set aside to 
of the 
transferor incurred prior to January |, 


pay or retire an indebtedness 
1934 which was assumed by the acquir- 
ing corporation. 

Certain obligations of transferor—The 
acquiring corporation is entitled to de- 
duct expenses of the transferor paid or 
accrued, as the case may be, after the 
transfer date if three conditions are met: 
(1) dt must have assumed the obligation 
which, after the transfer date, gave rise 
to the liability; (2) the liability would 
have been deductible if paid or accrued 
by the transferor, and (3) such obliga- 
tion must not have been reflected in the 
consideration given by the acquiring 
corporation for the acquisition of the 
transferor’s assets. This provision is ap- 
plicable to such payments after the 
effective date of the 1954 Code, Decem- 
ber 31, 1953, even though the acqui- 
1939 Code, 


but only if the acquisition would have 


sition occurred under the 
met the carryover requirements of the 
1954 Code. Prior cases would probably 
have required that such payments be 
capitalized.1§ 

Deficiency dividend of personal hold- 
ing company—If the transferor was a 
personal holding company, it is entitled 
to a deficiency-dividend deduction with 
respect to a dividend declared by the 
acquiring corporation. 

Percentage depletion on ore or min- 
eral tailings—The acquiring corpoxation 
is considered the owner and operator of 
mine tailings to the same extent as the 
transferor for determining the appli- 
cability of percentage depletion. 

Charitable contributions in excess of 
prior years’ limitation—Charitable con- 
transferor in 


tributions made by the 


excess of its 5% limitation are allowed 
as deductions to the acquiring corpora- 
tion, though they are subject, of course, 
to the same limitation with respect to 
its taxable income. However, they are 


deductible only in the first taxable year 
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beginning after the transfer date or in 
the succeeding year. 

Unused deductions—A 
1956 the 1954 Code 
specifically permits the carryover of cer- 


pension-trust 
amendment to 


tain pension contributions to the parent 
corporation upon the liquidation of a 
the 1939 
It allows the surviving corpo- 


subsidiary occurring under 
Code. 
ration to be considered as succeeding to 
the contributions of the subsidiary and 
to take the same tax status as the trans- 
feror for the purpose of determining the 
deductible with 


amounts respect to 


contributions to a pension plan. In 
order to qualify for such carryover, the 
following conditions must be satisfied: 
(1) The 


wholly owned; (2) a merger 
must not have been possible under ap- 


subsidiary must have been 


Statutory 


plicable state laws unless the surviv- 
ing parent corporation was incorporated 
under the same states’ laws as the sub- 
sidiary; (3) the parent corporation must 
have acquired the assets of the sub- 
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sidiary in a complete liquidation made 
pursuant to applicable provisions of the 
1939 Code; and (4) the parent must have 
acquired the properties and assumed the 
liabilities of its subsidiary. 


Conclusion 


While the carryover provisions of the 
1954 Code codify the existing rules in 
some instances, in the main they repre- 
sent a departure from prior concepts. 
Unless specifically covered, the situation 
will still be controlled by prior rules. 
Many of the new rules require further 
clarification. The forthcoming Regula- 
tions may shed additional light on some 
of these areas. As to others, no doubt 
much litigation will result. Only the 
outcome of such litigation will ultimate- 
ly determine how successful this move 
to place substance above form in these 
matters has been. That the provisions 
represent great strides in that direction 
is obvious. But the need for careful tax- 
planning has by no means diminished. 


Should companies using accelerated 


depreciation normalize tax savings? 


ig A COMPANY uses accelerated depre- 
ciation on its tax returns but another 
method lower 


charge) on its books and financial state- 


(producing a expense 
ments, is it proper to show as tax ex- 
pense only the actual Federal tax cur- 
rently due? Or, should it be required 
to “normalize” the tax expense to the 
amount that would be payable if book 
depreciation were taken on the returns? 
This raises difficult questions of proper 
reflection of income; and perhaps even 
more difficult is the treatment of the 
credit half of any such normalizing tax 
entry. Does it represent a deferred tax 
liability, or is it some form of stock- 


holder’s equity—a_ restricted surplus, 
perhaps? 
Though these problems arise to 


plague any taxpayer who uses acceler- 
ated depreciation, the industries most 
concerned are, naturally, those with the 
heaviest investment in depreciable as- 
sets where depreciation charges are a 
substantial portion of total expense. 
And the issue is argued most extensive- 
ly before the regulatory commissions 
who must decide how these companies 
are to account. Finally, of course, these 
industries do not lose sight of the effect 
on their rate base, and the treatment of 


these items by securities analysts in 
determining ratings for bonds. 

The American Institute of Certified 
Public Accountants is considering the 
problem of whether its original position 
was stated clearly enough in its Ac- 
counting Research Bulletin No. 44 “De- 
clining-Balance Depreciation.” There it 
said: “In the ordinary situation, de- 
ferred income taxes need not be recog- 
nized in the accounts unless it is reason- 
ably certain that the reduction in taxes 
during the earlier years of use of the 
declining-balance method for tax pur- 
poses is merely a deferment of income 
taxes until a relatively few years later, 
and then only if the amounts are ‘clear- 
ly material.” 

A subcommittee of the AICPA Com- 
mittee on Accounting Procedure has 
been appointed to consider the results 
in practice of Bulletin 44, particularly 
the charges that there may have been a 
number of cases in which serious distor- 
tion of net income has resulted from the 
practice of omitting an allocation of the 
deferred income tax. 

Owen Ely, in his regular department 
of financial news and comment in the 
Public Utilities Fortnightly, recently 
carried a report on a survey of actual 


practice. This survey indicated that “a 
substantial majority of companies are 
reflecting the tax deferment as a charge 
to expense with credits to balance-sheet 
accounts outside of the common stock- 
holders’ equity, which is believed to be 
the proper treatment. 27 
companies include the credit in common 
stockholders’ equity and 17 
panies reflect the tax deferment to in- 
crease income and hence earned surplus. 

“Certainly all of these various ways of 
reflecting the tax deferment cannot be 
right. If a company normalizes for de- 
ferred taxes, it is providing for a future 
tax and there is no more reason for in- 
cluding this liability as part of the com- 
mon stockholders’ equity than there 
would be to include the balance of the 
tax liability in such equity. 

“When earnings are inflated by not 
providing for deferred taxes and these 
reflect an excessive return, regulation 
seems likely to take the excess earnings 


However, 


com.- 


from a company and give them to the 
customer. The company then takes all 
the risk, with no compensation therefor, 
that it can collect the increased taxes in 
the future. If Congress had wanted to 
reduce taxes it could have done so. In- 
stead, it merely changed the timing of 
the depreciation deduction and this did 
not create income. At the time a com- 
pany decides to take more tax deprecia- 
tion than it records on its books and re- 
covers through rates, it knows it is in- 
curring a cost that will have to be recog- 
nized in the future and this cost should 
be provided for currently. 

“If the cost of the current tax reduc- 
tion is measured by the tax consequence 
of taking more depreciation for tax pur- 
poses, a reserve for deferred 
provided. In such a case, earnings and 
rates are not changed from those ap- 
plicable to a company that did not elect 
to use accelerated depreciation for tax 
purposes. Further, both present and 
future customers would be treated fair- 
ly since both would get the tax benefit 
applicable the depreciation 
they pay now, and no more. 

“There is not enough experience as 
yet to know how various commissions 
will deal with the credit for deferred 
taxes in rate determinations. It is very 
doubtful that their decisions will vary 
with the treatment of the credit on the 
balance sheet. 


taxes is 


to costs 


“Up to a few weeks ago some 30 state 
commissions had issued orders with re- 
gard to the accounting treatment for 
normalizing taxes resulting from accel- 
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rated depreciation and at least 22 had 
issued orders with respect to normaliz- 
accelerated 
amortization. The orders of the 30 states 


ing taxes resulting from 
are summarized as follows: 
Credit reserve 16 
Credit restricted surplus 8 
States in which some orders pro- 
vide for crediting reserve and 
other orders provide for credit- 


ing restricted surplus 4 

Credit reserve for depreciation 
(Wis.) l 
Credit income (Pa.) ] 
30 


“Under either the credit to a reserve 
or restricted surplus, the use of the ac- 
count has been restricted to prevent its 
distribution for dividend payments and 
to assure that any subsequent increase 
in taxes resulting from the taking of 
liberalized 
depreciation will be charged to this ac- 


accelerated amortization or 
count. The reason for the restriction is 
the credit for 
creased taxes when tax depreciation on 


to make available in- 
the property is less than book deprecia- 
tion. Under such circumstances how can 
this credit be considered either earnings 
or part of the stockholders’ equity? 


‘The Federal Power Commission 
early this year invited interested persons 
to submit their views on _ proposed 


changes in the Uniform System of Ac- 
counts for gas and electric companies, 
and in Annual Reports Form No. 2 
and No. 1. The proposed changes pro- 
vide that utilities electing to use de- 
ferred tax accounting, with normaliza- 
tion, must use a reserve account in the 
balance sheet rather than placing the 
amount in restricted surplus. The com- 
mission has not yet published the re- 
sults of its inquiry. 

“This raises the interesting question 
as to how a charge to expense, to recog- 
nize a cost, can at the same time create 
an equity for the common stockholder; 
calling it equity does not make it so. A 
number of analysts do not consider the 
credit as an equity, and several of those 
that do, state that they do so because the 
company itself does. 
the commissions 
have begun to reverse their earlier poli- 
cies with respect to permitting normal- 


“Meanwhile, state 


ization of tax savings from accelerated 
depreciation. Four states—Maine, New 
Pennsylvania, New 
Jersey—have indicated in rate decisions 
that they would like to give the con- 
sumer the benefit of the tax savings by 


Hampshire, and 


preventing normalization of tax sav- 
ings. 

“It is obvious that the commissions, 
the utility executives, and the security 
analysts all face bewildering questions. 
The commissions must decide whether 
to abandon normalization in order to 
get the temporary benefits for consum- 
ers at a time when the number of rate 
cases is increasing; and if they permit 
normalization they may still have to de- 
cide, as rate-making policy, how they 
will treat the credit for deferred taxes 
in relation to rate base. If they treat 
deferred taxes as a tax reduction and 
order the benefits passed on to current 
customers, the commissions ignore the 
fact that the utility is using up part of 
the value of its property without reflect- 
ing this in its accounts. 

“The utility executive must decide 
whether (1) to use accelerated deprecia- 
tion; (2) if it is used, whether to nor- 
malize; and (3) if normalized, whether 
to put the savings in a reserve or in a 
surplus—assuming that he has any free- 
dom of choice under state or Federal 
rules. With respect to (1) the attitude of 
the state commissions in rate cases may 
be determining. With respect to nor- 
malizing, he must take into account the 
attitude of utility analysts, a majority 
of whom seem to favor this policy, and 
also the possible adverse effect on rate 
regulation of failure to normalize. With 
respect to (3) he should take into ac- 
count not only the effects on his capital 
ratios in future years, but also the views 
of the accountants and analysts as to 
the logic and the ethics of the situation. 

The security analyst is 
with the problem of whether to accept 
earnings (especially 
earnings) as reported by each company 


confronted 


statements share 
—or whether to adjust downward the 
earnings of companies that do not nor- 
malize in order to place these earnings 
on the same footing as those of the ma- 
jority which do normalize. He also has 
to decide whether to include restricted 
surplus in common stock equity. In 
making these decisions he may risk the 
displeasure of some utility executives 
but, on the other hand, he has to con- 
sider his professional obligation to his 
employers and to investors.” 

The problem of the railroad is in 
many ways like that of the utilities. 
There, too, the regulatory authority 
must decide which methods it will per- 
mit. The Government Operations Com- 
mittee of the House of Representatives, 
just before the end of the last session of 


341 


Tax aspects of accounting ° 


Congress, called upon the ICC to re- 
quire normalization. At the hearings a 
member of the ICC gave as his opinion 
that the Commission had erred by fail- 
ing to require normalization in 1951, 
but added that to require it now would 
reduce the reported earnings of the 
roads by about 25% and lead to higher 
rail rates. The committee criticized as 
inadequate the present ICC requirement 
that the roads show in a footnote what 
taxes would have been had book depre- 


A 


ciation been taken on the tax return. * 


New “Montgomery’s 
Auditing” adds tax chapter 


RONALD PRESS has just brought out a 
new edition of “Montgomery's Audi- 
ting,” the eighth,* which focuses new at- 
tention on taxes in the audit engage- 
ment and report. As the preface to 
the new edition points out “Income 
taxes continue to become more compli- 
cated, and the disparity between tax 
principles and accounting principles has 
not substantially lessened. Continuing 
high tax rates accentuate this disparity 
to a point where net income is materi- 
ally distorted unless proper allocation 
of tax expense is made. This edition 
Chapter 
which deals with many mat- 


contains a entitled 


“Taxes, 


new 
ters relating to accounting for income 
and other taxes. 

The new chapter should be useful to 
both 
statements in their handling of the tax 
liability of the business. Separate brief 
discussions cover the accounting and 
allocation problems, as well as the spe- 
cific handling in the statements of such 
items as depletion, accelerated amortiza- 


creators and users of financial 


tion and depreciation, research and de- 
velopment expense, compensation plans, 
and the like. 

The last edition of the now-standard 
work was published in 1949; the new 
revision will undoubtedly be welcomed 
by the profession. vr 


Will IRS allow 150% declining 
balance method back to 1954? 


AN INTERESTING point relative to Rev. 
Rul. 57-352 (7 JTAX 214) has been 
raised by one of our correspondents. 
You will recall that this ruling related to 
the use of 150% declining balance de- 
preciation for used tangible property ac- 


*Montgomery’s Auditing, by Norman J. Lenhart 
and Philip L. Defliese, CPAs, published by the 
Ronald Press Co., New York, 766 pp., cloth, $10. 
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after December 31, 1953. It 
specifically states that such method of 
depreciation is permissible provided it 
results in a reasonable 
depreciation, and: 


quired 


allowance for 


1. was elected by a new taxable en- 
tity in an initial return, or 
2. permission to use such method 
been granted by the Commissioner, 
5. lt the 
filed in which depreciation was sus- 
tained, or 


has 


A 


or 


was elected in first return 


4, for taxable years ending after De- 
cember 31, 1953, it was elected in the re- 
turn for the first year in which the prop- 
erty was subject to the allowance for de- 
preciation regardless of the method of 
computing depreciation employed for 
other depreciable property. 

There is one important difference be- 
tween this ruling and the ruling upon 
which it is predicated, namely, IT 3818, 
CB 1946-2, 42. The original ruling held 
that the 150% declining balance method 
of computing depreciation would be ap- 
proved provided it was the method of 
accounting which the taxpayer regularly 
employed in keeping his books. The 
four conditions set out in the latest rul- 
ing do not contain this proviso and it is 


December 1957 


a well-established fact that the use of 
accelerated depreciation under the 
1954 Code is not dependent upon the 
books of account being maintained on 
the same basis. 

Many taxpayers might now wish to 
use the 150% declining balance depre- 
ciation for used property acquired sub- 
sequent to December 31, 1953 if the rec- 
ords can be maintained in the same man- 
ner as they are currently maintained 
for 200% declining balance method or 
the sum-of-the-digits method. However, 
the current ruling states that in so far 
as taxable years ending after December 
31, 1953 are concerned, the 150% de- 
clining balance method must be elected 
in the return for the first year in which 
the property was subject to the allow- 
ance for depreciation. 

Since this ruling was issued on Aug- 
1957, the question arises as to 
whether it will be given retroactive ef- 


ust 5, 


fect to permit taxpayers to claim bene- 
fits available under this ruling insofar 
as the calendar years 1954, 1955 and 
1956 are concerned or will the Treasury 
Department hold it to be effective only 
with used assets acquired in the current 
calendar year? 


IRS issues ruling to implement 


Supreme Court action on depletion 


B’ its denial of certiorari in Merry 
Brothers Brick & Tile and Dragon 
Cement (see below) the Supreme Court 
refused to rule on the broad definition 
of ordinary treatment processes the lower 
courts accepted in those cases. The value 
of the product after ordinary treatment 
processes is the point at which percent- 
age depletion, computed as a_percent- 
age of gross income from the property, is 
to be taken. Shortly after the denials 
came down, the IRS announced in TIR- 
62 that “it is taking steps to dispose of 
pending litigation and claims involving 
brick and tile clay and cement rock, as 
required under these decisions, and to 
conform Treasury Regulations and out- 
standing rulings accordingly. This should 
permit the expeditious disposition of 
the great majority of such cases. Con- 
sideration is being given as to the ap- 
plicability of these decisions in cases in- 
volving fire clay and limestone.” 

The Code has long provided that per- 
centage depletion is computed as specific 


percentages of gross income from prop- 
erty, which is gross income from mining, 
and that mining includes not merely the 
extraction of the ores and minerals from 
the ground but also the ordinary treat- 
ment processes normally applied by 
mineowners or operators in order to ob- 
tain the commercially marketable min- 
eral product. (Section 613, IRC). 

The position of the Treasury on what 
was an ordinary treatment process in a 
specific industry was frequently narrower 
than the interpretation of the courts. 
One result of the continuing litigation 
was the addition to the Code in 1951 
of a Section defining ordinary treatment 
processes in industries. Now 
we have an answer in two industries not 
so covered, cement and brick clay. 

While the effect of these new decisions 


certain 


may be substantial refunds for the par- 
ticular companies affected, it is widely 
predicted that there will be a narrowing 
of the law in the next session of Con- 
gress. This is based on the rumor that 


the Ways and Means Committee (which 
deferred action last year on the ground 
that the matter was before the courts) is 
sympathetic to the Treasury view. 


The two cases in question 


The essence of the lower courts’ de- 
cisions that the Supreme Court was asked 
to review is set forth in these cases: 


Basis for brick and tile clay depletion 
includes all treatment processes to point 
of shipment. In determining the gross 
income subject to percentage depletion 
in the case of brick and tile clay, the 
Commissioner used a formula which ex- 
cluded profits allocated to certain proc- 
esses which were allegedly manufactur- 
ing and not The 
Texas district court held that the term 
“ordinary treatment processes” found in 
the Code includes all processes up to 
loading for shipment. The Fifth Circuit 
affirmed, holding that percentage deple- 
tion is computed on the sales value of 
the clay after it has been made into 


mining processes. 


brick, in accordance with its decision in 
Cherokee Brick & Tile Co. (218 F.2d 
424). If this results in an excessive de- 
pletion allowance, it can be remedied 
only by Congress, since the statute clear- 
ly permits the sales price of the finished 
product to be used as the basis. Merry 
Bros. Brick & Tile Co.; Reliance Clay 
Products Co., cert. den. 10/14/57. 


Depletion computed on cement sale 
despite prior chemical treatment. Tax- 
payer mined cement rock (a mineral), 
crushed and chemically treated it, and 
sold it as cement — the first marketable 
product. The district court agreed with 
the Commissioner that percentage de- 
pletion could not be computed on sales 
value after chemical treatment on the 
ground that depletion applied only to 
minerals and the product after chemical 
treatment was no longer a mineral. The 
First Circuit reversed. The Code contains 
no such requirement. While this product 
was granted depletion in 1951, per- 
centage depletion has long been allowed 
on other minerals whose first marketable 
product is obtained after treatment. 
Dragon Cement Co., cert. den. 10/14/57. 


OTHER NEW DECISIONS 


Limestone depletion rate depends on 
grade mined, not end use (Old Law). 
Taxpayer mined, processed and 
limestone. 


sold 


allowed 
depletion at 15%, of gross income (the 


The Commissioner 
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rate for chemical grade limestone) on 
only the portion sold as burned lime, 
10°; on that sold as soil conditioner and 
that The court 


holds this end-use test is improper and 


5° on sold as stone. 
orders a directed verdict upholding tax- 
payer’s right to use 15% on its entire 
production. The court found that tax- 
payer's entire deposit was substantially 
uniform and was chemical grade as gen- 
erally understood. [Under the 1954 Code 
the end-use test is specifically restricted 
to stone sold as road material, ballast, 
etc.—Ed.| Dixie Lime Products Co., DC 
Fla., 9/13/57. 





Deny “end-use” test for limestone de- 
pletion rate (Old Law). YVaxpayer op- 
erated a limestone quarry. On its 1951 re- 
turn it took 15% percentage depletion, 
as provided for calcium carbonate. The 
Commissioner allowed 5% and 10% for 
the portions sold as stone and for non- 
chemical uses, respectively. This court 
rejects the application of the “end-use” 
test under the 1939 Code. It applies a 
that all of the 
limestone quarried was of sufficiently 


grade test and finds 
high grade to be classified for the 15% 
rate, although less than half was sold for 
chemical purposes. [The 1954 Code pre- 
scribes an “end-use” test.—Ed.] Wagner 


Quarries Company, DC Ohio, 9/6/57. 


Percentage depletion on brick and clay 
determined. Taxpayer was engaged in 
mining clay deposits and making brick, 
tile, and sewer pipe. There was a negli- 
gible market for the clay as mined. Ac- 
cordingly, it was entitled to compute 
percentage depletion at the 5% rate for 
brick and clay based on the prices of the 
first commercially marketable product. 
Taxpayer applied only ordinary treat- 
ment processes in making its brick, tile, 
and sewer pipe. Depletion is based on 
the gross income received for these 
products, f.o.b its plant. Lovell Clay 


Products Company, DC Wyo., 7/20/57. 


Brick and tile are first marketable prod- 
ucts of clay. Taxpayer can compute per- 
centage depletion based on the selling 
price of the finished brick and tile f.o.b. 
plant, loaded for shipment. Teague 
Brick & Tile Co., CA-5, 4/29/57; Simi- 
larly Burns Brick Co., CA-5, 5/3/57. 

Fire brick is first commercially market- 
able product; depletion computed on 
its value. Taxpayer mined _ refractory 
and fire clay. After extraction, all but a 
negligible amount of clay was processed 


and sold as burnt clay products. Less 
than 1% was sold as raw or ground clay. 
The court restated the law that the de- 
pletion allowance is computed on the 
value of the product after both extrac- 
tion and processing into the first mar- 
ketable state. Elgin Standard Brick Mfg. 
Co., DC_N. Y., 6/12/57. 


Gypsum is stone. The court holds that 
gypsum is stone entitled to 5% 
centage depletion under the 1939 Code. 
the 
“stone.” [The 
Code allows 15% for dimension 


per- 


common 
1954 


stone 


It bases its finding on 
understanding of 


and ornamental stone and 5% for other 
stone.—Ed.| U. §. Gypsum Co., DC IIL, 
6/24/57. 


Payment received for sand and gravel 
removed are depletable income, not 
capital gain. Taxpayer received pay- 
ments under a lease involving removal 
of sand and gravel on _ taxpayer's 
premises at a fixed price per cubic yard. 
This court affirms the Tax Court hold- 
ing that they were not capital gain as a 
result of “sale” of the deposit, but were 
ordinary income subject to a depletion 
allowance. The case is remanded to the 
Tax Court for a hearing on the issue of 
allowable depletion. Albritton, CA-5, 


7/26/57. 


Coal stripper allowed depletion on some 


contracts; others give economic “ad- 
vantage,” not interest. The court here 
analyzes the recent circuit court Cases in- 
volving the right of contract coal strip- 
pers to depletion. It finds that taxpayer 
here is not entitled to depletion on sales 
(1) gave 
the land-owner the right to terminate 


under those contracts which 
taxpayer's contract upon 30-days’ notice, 
(2) gave taxpayer the right to a fixed- 
price portion, and (3) provided that title 
to the coal remained in the land. Under 
these contracts, taxpayer was in effect 
paid for services. However, he is en- 
titled to depletion under other con- 
tracts where he had the right to con- 
tinue and those with whom he con- 
tracted could sell the coal to any one so 
long as they paid royalties. Huss, DC 


Pa., 3/26/57. 


Depletion allowed on coal extracted 
from refuse banks. Taxpayer was the 
owner of a coal mine in Pennsylvania 
worked since 1870. In recent years, it 
the 
refuse which had accumulated over all 
those years. The district court held that 


started to extract coal from mine 
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taxpayer, owning the mine, had an 
economic interest in both the coal in 


the ground and in the “coal, culm, and 
refuse banks.” It was, therefore, entitled 
to depletion on the coal it extracted 
from the accumulated refuse banks. This 
court ailfirms. One lengthy dissent on 
the ground that the depletion under 
the 1939 Code was allowed only with 
respect to mines and natural deposits. 
[The 1954 Code specifically allows de- 
pletion on minerals produced from such 
dumps or refuse. Ed.] Turkey Run 
Fuels, Inc., CA-3, 3/14/57. 


No percentage depletion for contract 
strip miner. Taxpayer had been a road 
builder but did some coal stripping. 
For the years under review it was re- 
moving overburden and strip mining 
coal under oral contracts with a coal 
company because it hoped to get back 
into road building. The contract was 
cancellable by either party on ten days’ 
notice. The quantity and quality of coal 
mined was controlled by the coal com- 
pany and taxpayer was paid a price per 
ton which would vary with labor cost. 
The court holds that taxpayer did not 
have a sufficient interest in the coal in 
place to be entitled to percentage de- 
pletion because of the possibility of 
termination on short notice, because the 
price per ton was fixed without regard 
to market price and because the coal 
remained the property of the coal com- 
pany. Parsons, DC Pa., 5/28/57. 


Logger had economic interest in timber; 
gain is capital. A 
entered into a contract with a logging 


timber company 
company granting the latter the right 
to enter upon certain lands and log, re- 
move, and sell saleable timber. The con- 
tract was assigned to a member of tax- 
payer's partnership who was acting as 
managing partner. The court finds that 
the partnership was in practical effect 
the assignee of the contract and had not 
only the right to cut the timber covered 
by the contract but also the right to sell 
on its own account. Each partner there- 
fore is entitled to report gains on the 
sale of timber as capital gains as pro- 
vided by Section 117(k)(1) of the 1939 
Code (Section 631 of the 1954 Code). 
Pinkerton, 28 TC No. 101. 


Logger had right to capital gain on 
timber. Taxpayers, as a partnership, held 
a contract right to cut timber from the 
lands of another date of July, 1946. Tax- 
payer exercised that right between 
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March, 1947 and February, 1948, and 
elected to report its profits as a sale or 
exchange under Section 117(k) (1939) 
[Section 631(a) of the 1954 Code.—Ed.] 
The that 
terest in the timber qualified for capital 


court finds taxpayers’ in- 
gain treatment. No opinion is reported. 
Johnson, DC Wash., 7/16/57. 


mutual 
status despite guaranty capital. A Massa- 
chusetts company chartered 
in 1943 as a mutual company has had 
since 1873 a guaranty capital of $100,- 
000 divided into 1000 shares, the holders 


Insurance company retains 


insurance 


of which were entitled to receive cumu- 
lative dividends of 314% semi-annually, 
to choose one-half of the directors, and 
liquidation the face 
The Commis- 
sioner’s position that the guaranty capi- 
tal is equivalent to stock and there- 
fore the company cannot be classified as 
a “mutual” insurance company for tax 
purposes is overruled. The court points 
out that the guaranty capital is not 
equivalent to common. stock for the 
stockholders were not entitled to partici- 
pate in the profits beyond the payments 
fixed by law which were more in the 
nature of interest. Holyoke Mutual Fire 
Ins. Co., 28 TC No. 17. 


to receive on 


amount of their shares. 


Insurance company’s home office ex- 
pense not “investment” cost. A mutual 
life insurance company which is tax- 
able on investment income was held by 
the Tax Court not entitled to deduct 
as investment expenses those portions 
of real estate expenses, taxes, and de- 
preciation on its home office property 
which it allocated to its investment op- 
erations. The circuit court affirms. The 
decision is in accord with the language 
of the statute. State Mutual Life Assur- 
ance Co. of Worcester, CA-1, 6/28/57. 


Treatment of costs of settling claims 
by insurance companies. Insurance com- 
panies, other than life or mutual, are 
permitted (as was set out in Rev. Rul. 
55-880) to deduct future costs of settling 
open claims as computed for statements 
approved by the National Convention 
of Insurance Underwriters. The Service 
now explains that in computing such 
costs, clerical and administrative ex- 
penses of settlement that can be pro- 
vided for on a statistical basis (e.g., a 
five-year average), are not to be in- 
cluded. Such expenses are to be handled 
separately from other costs of settling 
claims. Rev. Rul. 57-279. 
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New depreciation methods applicable to 
post-1953 replacement property. If re- 
placement property is acquired after 
1953 with the proceeds of an involun- 
tary conversion of similar property in 
use prior to 1954, the Service holds the 
new depreciation methods 
plicable. Rev. Rul. 57-443. 


are ap- 


Worthless notes treated as noenbusiness 
bad debts. Advances were made by tax- 
payer to an individual upon the under- 
standing that the latter would organize 
several business corporations and would 
sell to taxpayer a portion of the pro- 
motional stock at a reduced price. The 
advances were evidenced by notes. Tax- 
payer is held entitled only to a non- 
business bad debt in the year the ad- 
vances became worthless, because he did 
not show he was in the business of pro- 
moting business enterprises. Brubaker, 
TCM 1957-186. 


Bad debt denied for failure of proof of 
worthlessness. Taxpayer lent $25,600 to 
his controlled corporation and took back 
a note secured by a mortgage. In the 
course of a merger of the corporation 
into a larger company, taxpayer agreed 
to forgive the indebtedness. According 
to the merger agreement and _ balance 
sheet of the merged corporation, it was 
solvent and had asset values sufficient to 
have paid the note in full. The court 
concludes taxpayer is not entitled to a 
bad debt deduction, having failed to 


establish worthlessness of the debt. 
Flynn, TCM 1957-179. 
DEDUCTIBILITY 


Corporation can’t deduct tax it paid 
on stockholder’s estate. Taxpayer, a 
corporation owned equally by four 
brothers, carried insurance on the lives 
of its four stockholders under an agree- 
ment that on death of any of them, the 
corporation was to buy and the estate 
sell the stock held, at a price determined 
by a formula, which excluded the in- 
surance from the assets of the company, 
but also provided that the price would 
be no less than the insurance proceeds. 
One brother died; the corporation col- 
lected the proceeds (some $340,000). The 
Commissioner proposed to include the 
insurance in the taxable estate and also 
to increase the value of the corporate 


New accqunting decisions this month 


stock. Since the proceeds of the policy 
were payable to the corporation, the tax- 
payer would be contingently liable for 
the tax if it was determined that the 
proceeds were part of the taxable estate. 
A compromise was reached under which 
the insurance proceeds were excluded 
from the estate but were included as an 
asset of the company in valuing the 
stock. Taxpayer paid the increase in the 
estate tax and claimed a deduction for 
it. Without determining whether or not 
the payment was ordinary or necessary, 
the court denies the deduction. Section 
23(c)(1)(D) of the 1939 Code [Section 
164(b)(4) of the 1954 Code.—Ed.} spe- 
cifically excludes the deduction of estate 
taxes. L. B. Foster, CA-3, 9/30/57. 


Son’s payments of annuity to mother in 
exchange for her property are capital 
expenditures. Taxpayer agreed to pay 
his mother an annuity of $400 a month 
for life in consideration of her transfer 
to him of certain business assets. It 
wasn’t until later that both realized the 
fair market value of the property was 
in excess of the value of the annuity. 
The court takes the view that the so- 
called annuity payments were on ac- 
count of the purchase price of the prop- 
erty and that the mother made a gift 
of the excess value of the property. Each 
payment was therefore a capital ex- 
penditure by the son and not deductible 
either as interest expense or as a loss. 
However, he is entitled to depreciate the 
assets received. The court holds that pay- 
ments which had been erroneously de- 
ducted as interest in previous years were 
for all practical purposes depreciation 
allowed. The current year’s depreciation 
was therefore computed on only the un- 
recovered cost. Kaufman's Inc., 28 TC 
No. 140. 


Interest deduction on borrowed funds 
not actually used to purchase tax 
exempt securities [Acquiescence]. Tax- 
payer had borrowed money on several 
occasions from banks, giving common 
stock as collateral, deposited the funds 
in a bank account and, usually on the 
very same date, purchased tax exempt 
securities in amounts that were, for the 
most part, the same as the amount of 
indebtedness incurred. Under the facts 
the court holds the indebtedness was 


clearly incurred to purchase the tax ex- 
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securities and disallowed the in- 
allowed 
the interest on part of a loan repaid 


é mpt 
terest deduction. However, it 
in the same month without purchase of 
tax exempts. Jacobson, 28 TC No. 63, 
acqg. IRB 1957-38 

1954 Code provision allowing deduction 
for taxes levied by “special taxing dis- 
trict” 
against local benefits by a special tax- 


not retroactive. Taxes assessed 
ing district qualify for deduction under 
the 1954 Code even though a part of the 
assessment is not applicable to main- 
tenance and interest charges. The court 
holds this 1954 provision is not retro- 
active nor declaratory of prior law under 
the 1939 Code, and allows a tax deduc- 
tion in 1949 only to the extent allocable 
to maintenance and interest charges. 
Western Products Co., 28 TC No. 143. 


WHAT IS INCOME? 


Withholdings for voluntary state pen- 
sion plan are income; also compulsory 
plans if refund is available. Employees 
of a state or municipality who join a 
voluntary pension plan must include in 
income the amounts withheld from their 
salaries as contributions to the plan. If 
the plan is compulsory, but if contribu- 
tions are returned upon the death of a 
member prior to retirement, then also 
the employee must treat the withheld 
amounts as income; here he has a vested 
interest in the fund. Rev. Rul. 57-326. 


Taxability of recovery in accounting 
proceeding determined. Taxpayer and 
three of her controlled corporations in- 
accounting 
against her attorney who was her con- 


stituted an action for an 
fidential advisor for many years. An ac- 
counting was had, the district court hold- 
ing in the main for taxpayer and the 
corporations but allowing the attorney 
certain offsets due him. Upon analysis 
of the various items received pursuant 
to the judgment, the Tax Court deter- 
their taxable the re- 
cipients. Western Products Co., 28 TC 


No. 143. 


mines Status to 


Check received in 1945 not income in 
1950. A check for income received by 
taxpayer-corporation in 1945 
cashed but was held for possible use in 
an action against the maker. After entry 
of judgment on the action in 1950, the 
corporation requested a new check to 
replace the old one. The maker refused 
on the ground that an intervening judg- 


was not 


ment had settled all accounts between 
them and the corporation’s counsel in- 
formed the corporation that the old 
check was uncollectible. The court finds 
the 
taxable income of the 
corporation for 1950. Western Products 
Co., 28 TC No. 143. 


no proper basis for inclusion of 


check in the 


Kiékbacks are not “embezzled” funds. 
Taxpayer’s husband was employed by an 
American drug firm as a salesman in 
Mexico. Without the knowledge of tax- 
payer or his employer, he entered into 
a personal agreement with the president 
of a Mexican firm whereby the husband 
was to receive a percentage on all pur- 
chases by the Mexican firm. When the 
kickback arrangement became known to 
the employer, the husband was fired. 
The employer later received an insur- 
ance settlement for its employee's dis- 
hus- 
the 
firm 
but that the funds were taxable income 


honesty. The court finds that the 
band was not guilty of “embezzling” 
monies received from the Mexican 


to him and were therefore includible in 
a joint return filed with his wife. The 
court sustains the fraud penalties, say- 
ing that whether the fraud was that of 
the 
material since the liability is joint and 
several. Macias, TCM 1957-174. 


husband or wife, or both, is im- 


Interest on uncollected veterans’ life in- 
surance dividends taxable. 
dividends accumulated by the Veterans 
converted U._S. 
Government life insurance policy or on 


Interest on 


Administration on a 
a National Service life insurance policy 
is not a tax exempt veterans’ benefit, and 
is subject to tax. Rev. Rul. 57-441. 


CAPITAL GAINS 


Corporation can’t take bad debt loss on 
sale of claims. A stockholder-debtor owed 
his corporation, taxpayer here, $65,000. 
Another stockholder, the principal one, 
sought to sever all business connections 
with the debtor, and towards that end, 
offered to buy the latter’s stock. As an 
inducement for the sale, this principal 
stockholder agreed to purchase from tax- 
payer-corporation for $27,500 its claim 
against the debtor which the stockholder 
then compromised as part of the con- 
sideration for the debtor’s stock. The 
taxpayer-corporation claimed a bad debt 
deduction on the ground that the claim 
for $65,000 was compromised by the 
stockholder on its behalf. However, the 
court holds the claims were actually sold 
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by the taxpayer-corporation to its princi- 
pal stockholder, and since they were 
capital assets of the corporation, the loss 
on sale was not a bad debt but a capital 
loss. Brubaker, 28 TC No. 151. 


Loss on stock sale disallowed; spouse 
previously acquired same shares. Tax- 
payer owned securities that had declined 
in value. He wished to establish a tax 
loss without letting them leave the fam- 
ily. In accordance with a prearranged 
plan, his wife acquired shares of the 
same stock in the open market before 
he effected his sale. The court holds the 
sale and purchase were parts of a single 
plan upon the consummation of which 
one spouse emerged owning an identical 
number of the stock 
which the other spouse had owned in the 


shares of same 
first place. The loss on sale is therefore 
disallowed under the Code Section (267 
of the 1954 Code) disallowing losses on 
sales between certain related parties. 
The transaction here was such a sale 
effected indirectly. Shethar, 28 TC No. 
144. 


Sale of “stock” was a sale. of inventory 
resulting in ordinary income. A_part- 
nership which dealt in whiskey acquired 
a large inventory during the period of 
OPA controls. It anticipated a rise in 
prices after removal of controls and 
authorized a whiskey broker to negotiate 
the sale of the partnership interests 
rather than the whiskey so as to be able 
to obtain capital gains treatment of the 
anticipated gain. A buyer was found in 
July 1947. At the end of that month 
the partners formed a new corporation, 
and exchanged the whiskey inventory for 
the latter’s stock. Two months later the 
same buyer arranged to have two of his 
controlled corporations buy the stock of 
the new corporation. On these facts the 
court holds that the partnership effective- 
ly sold inventory rather than stock and 
therefore realized ordinary income from 
the sale. It finds that the new corpora- 
tion was intended to be and in fact was 
no more than a structure through which 
the partnership transferred its inventory 
of whiskey to the buyer and was there- 
fore a subterfuge. Willett, TCM 1957- 
189. 


Ordinary income on sale of lots to con- 
trollable corporation. Taxpayer and his 
son had been engaged in the general 
contracting and home construction busi- 
ness as partners from 1946 to 1950, and 
in corporate form thereafter. Generally, 
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taxpayer would purchase improved va- 
the 
on 


cant land in his own name, have 


partnership or corporation build 
them, and then offer the houses and lots 
for sale. In 1949 taxpayer purchased five 
and one-half acres of unimproved land 
in a desirable residential area for pur- 
pose of building on it. In 1950, before 
any improvements were made on the 
land, he sold it to his corporation at a 
The 


ordinary 


holds the 
the 
ground that the numerous real estate 


substantial gain. court 


gain was income on 
transactions to which he, the partner- 
ship, and the corporation were a party 
were more than sufficient to place him 
individually in the business of buying 
and selling real estate. Engasser, 28 TC 
No. 139. 


Real estate a capital asset in spite of 
frequent and substantial sales. In 1940, 
taxpayer purchased some land on an 
island off the coast of Florida as an in- 
vestment. He did nothing to improve or 
develop it and engaged in no sales 
activities with regard to it. As a result of 
an unexpected increase in real estate 
activities in the area there was a rapid 
increase in the value of taxpayer's prop- 
erty. Taxpayer took no action, but when 
buyers appeared made frequent and 
substantial sales from this property dur- 
The 


cludes the property sold constituted capi- 


ing the taxable years. court con- 
tal assets in the hands of taxpayer and 
was not property held by taxpayer for 
sale to customers in the regular course 
of his trade or business. Dugan, TCM 
1957-187. 


Sale of river frontage property with 
riparian rights is capital gain. Gain or 
loss from the sale of real property used 
in the trade or business is treated as 
capital gain under Code Section 1231. 
The IRS rules that riparian rights are 
real property eligible for this benefit. 
Consequently, sale by a coal and oil dis- 
tributor to the city of a four-foot water- 
front strip together with the very valu- 
able riparian rights would be sale of a 
capital asset under 1231. Rev. Rul. 57- 
445. 


Rights to contingent commissions re- 
ceived as liquidation dividend a capital 
asset. Taxpayers here were the four 
25% stockholders of a corporation which 
the 


FHA-insured 


acted as real estate broker in sale 


of VA-insured or mort- 
gages. The sale arranged by the corpora- 


tion was usually effected directly between 
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parties and in the contract of commit- 
ment the purchaser would undertake to 
the 
upon delivery and payment, usually after 
completion of the building. Upon liqui- 
dation of the corporation, it distributed 
to its stockholders the outstanding con- 
tingent rights to future commissions on 


pay corporation ' its commission 


mortgage commitments previously ar- 
ranged but not yet consummated. These 
rights, the court finds, had no ascertain- 
able fair market value at the date of 
distribution. The court finds the stock- 
holder-distributees held contractual 
rights with a zero basis, and the subse- 
quent receipt of the commissions con- 
stituted capital gains. Lentz, 28 TC No. 
136. 


1954 patent rules not retroactive for 
sale to own corporation, but court finds 
capital gain. Taxpayers patented a de- 
vice for the simplified operation of 
marionettes. She assigned all of her in- 
terest in the patent to a corporation 
owned equally by her and her husband 
in exchange for a certain percentage of 
the net sales. At issue here was treatment 
of the “royalty receipts” for the years 
1951 to 1953. The 
arguing for the position he took in 


Commissioner was 
1950 that patent transfers were not sales 
if the proceeds are based on the future 
The notes that it had held 
in Meyers, 6 TC 258, in 1946, that these 
transfers could be sales if they met the 


use. court 


usual test for sale. Despite the Commis- 
1950 (when he 
nonacquiescence in 


sioner’s position an- 


nounced Meyers) 
Congress enacted the Meyers rule in the 
1954 Code and in 1956 specifically legis- 
lated the 1954 rule back to 1950. How- 
ever, the payments to taxpayer are not 
1956 
not applicable to  trans- 
between an 


covered by this legislation; it 
specifically is 
fers individual and any 


person, losses on transfers to whom are 
disallowed. The specific legislation being 
inapplicable, the court follows the gen- 
eral rule it laid down in Meyers and find 
the payments capital gain. Coplan, 28 
IC No. 141. 

“License agreemeni” a sale of the 
patent even though transferee’s rights 
limited. Taxpayer entered into a “license 
agreement” granting the transferee the 
exclusive right to make, use, and sell a 
patented article. The court holds that 
taxpayer made a sale of the patent rights 
and the proceeds are taxable as long- 
term capital gain, 


even though the 


agreement contained a_ prohibition 


against complete assignment of the con- 
tract .without the “licensor’s’” consent, 
and the “licensor” retained the right to 
receive royalties, the right to exploit the 
patent in foreign markets, and the right 
to terminate the agreement on breach. 
Carroll Pressure Roller Corp., 28 TC 
No. 152. 


Transfer of all elements of patent is 
a sale; capital gain allowed. Taxpayer 
transferred under a “license agreement” 
the exclusive right to “make, use and 
sell” one of a group of inventions cov- 
ered under a single patent. In upholding 
the the court 
pointed out that this characterization 
is not lost by such provisions as: termina- 


agreement as a sale, 


tion in event of breach of insolvency of 
transferee; retention of security title to 
insure performance or payment; limita- 
tion of geographical area of exclusive- 
ness; limitation to one industry, though 
the patent was broad enough to include 
several; prohibition of further transfer 
by either party without the consent of 
the other. Taxpayer transferred the en- 
tire legal interest and property, and the 
right to exclude all others including 
itself. The fact that only one of several 
inventions covered by a single patent, 
was transferred does not defeat capital 
gain treatment of the income. Merck ¢ 
Co., DC Pa., 9/9/57. 


Capital gain on sale of patent. The 
Tax Court previously held (25 TC 481) 


that taxpayer licensed a patent. The 
Court of Appeals reversed, held that the 
transfer was a sale and remanded the 
case for determination whether the 


patent had been held for sale. On re- 


mand, the court finds the patent was 
not held by the partnership primarily 
for sale to customers. Taxpayer had 
tried very hard to get into manufacture 
itself, and sold only as a last resort. Roll- 


man, TCM 1957-182. 


Damage settlement claim not payment 
for a leasehold assignment. An estate, of 
which taxpayer was one of the trustees 
and beneficiaries, guaranteed taxpayer's 
Eventually 
full 
Chereafter, 


debts. it was required to 


make payment on its guaranty. 


it credited to account due 
from him because of the guarantee pay- 
ment all amounts payable to him as 
trustee or beneficiary of the estate. Tax- 
payer also assigned to the estate as in- 
demnification a valuable leasehold. which 
conveyance became absolute after 1940 


upon jtaxpayer’s failure. to repay the 
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debts. However, no credit was ever made 
to taxpayer's account reflecting the value 
of the leasehold. In 1951 he filed a 
claim against the estate for its failure 
to have such credit made, inasmuch as 
the failure resulted in an improper with- 
holding from him of distributions and 
trustees fees for many years prior to 
1951. A settlement was effected in 1951 
by paying taxpayer $10,000 and _ clos- 
the estate’s 
books. The court holds the $10,000 was 
not in payment for the leasehold but 


ing out his account on 


was ordinary income as a settlement of 


damage claims. However, taxpayer 
realized no income when his receivable 
account was cancelled on the estate’s 
books since the debt had been effectively 
cancelled in an earlier year upon as- 
signment of the leasehold. Silverglade, 


CCM 1957-190. 


ACCOUNTING METHODS 


SL certificate on sale is income de- 
spite pledge. Taxpayers were partners in 
the residential construction business, re- 
porting the income on the completed 
contracts method. They contracted to 
sell one house for $16,900; the buyer was 
to pay $4,000 down and secure an S&L 
mortgage for $12,900. However, the bank 
appraisers would permit a loan of only 
$10,900. It was agreed that the bank 
would lend $12,900 on the purchaser's 
notes but only $10,900 would be cash. 
lor the additional $2,000 the bank issued 
a certificate of deposit. This certificate 
was, with the cash, turned over to tax- 
payers, in payment for the house. How- 
ever, taxpayers were required to assign 
the certificates back as additional secur- 
ity for the buyer’s notes. The value of 
the certificate must, the court holds, be 
included in determining the profit on 
the sale of the house. The completed 
contracts method of reporting income is 
a form of the accrual method. Taxpayers 
had the indicia of ownership of the 
certificate, and its value was thus accru- 
able as income. Barham, DC Vir., 8/14 


issignment of cash bail for legal fees 
not deductible. Taxpayer had deposited 
in court cash bail of $1,000 and $5,000. 
He assigned to his attorney the $1,000 
in 1952 and the $5,000 in 1953, in pay- 
ment for legal fees. The court holds the 
$5,000 couldn’t be deducted by taxpayer 
as legal fees paid in 1952 since the trans- 
fer of the money to the lawyer hadn't 
occurred as yet. It also denies a deduc- 


tion for the $1,000 because there was no 
showing that taxpayer had the right to 
have the bail funds returned to him in 
the year 1952. Emmanuel, 28 TC No. 
156. 


State requirement of 40% down pay- 
ment precludes installment method. 
State regulations required a down pay- 
ment of at least 40% of the selling price 
on sale of a liquor business. The sole 
proprietor of a resort hotel, in order to 
comply with the regulations, separately 
stated the selling price for the resort 
business and the liquor business and 
allocated 40% of the down payment for 
the latter, leaving less than 30% of the 
selling price allocated to the former. 
The Service rules that the sale of the 
liquor business does not qualify for 
treatment under the installment method 
the payment 
the percentage per- 
mitted, but holds the installment method 
may be used for reporting the sale of 
the remainder of the Rev. 
Rul. 57-434. 


because down exceeds 


30% 


lo» maximum 


property . 


Transfer of cattle from “unit-livestock 
price” inventory to depreciation sched- 
ule requires approval. A rancher in- 
the 
method for years prior to 


his cattle on “unit-live- 


ventoried 
stock-price 
1951. On 
Commissioner’s approval, he took a part 


1/1/51, without seeking the 


of his herd out of inventory and trans- 
ferred it to his depreciation schedule, 
claiming depreciation thereon in_ his 
1951 return. The court follows its hold- 
ing in SoRelle, 22 TC 459, denies the 
deduction on the ground that the Regu- 
lations prohibit this change of account- 
ing method without the Commissioner's 
specific approval. Frost, 28 TC No. 128. 


OTHER DECISIONS 


Patent exploitation was joint venture; 
profits taxable despite dispute over pay- 
ment |{Acquiescence|. ‘Taxpayer-corpora- 
flame 
the 


tion, organized to exploit a 
1942 to 


available to a 


thrower, agreed in make 


patent manufacturing 
corporation. A dispute arose as to the 
time an accountting and distribution of 
profits should be made. Taxpayer re- 
$250,000. The 
originally assessed taxpayer with 50%, 


ceived Commissioner 
of the profit on the venture shown on 
the 

turn. 


manufacturer’s books and tax re- 
The that 


assessment. However, at trial the Com- 


Tax Court upheld 


missioner argued a new issue as to which 
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the burden was on him. He apportioned 
the $250,000 settlement to the various 
years in the same proportion as the tax- 
able income. The court finds no justifica- 
tion for that, there being no evidence 
of the nature of the excess. Beck Chemi- 
cal, 27 TC No. 840, acq. IRB 1957-38. 


Expenses of involuntary conversion de- 
ductible; not allocable to “wholly ex- 
empt” income. One of taxpayer's plants 
was destroyed by fire. In order to file a 
proper claim with the insurance com- 
pany, taxpayer employed a firm of archi- 
tects at a cost of $3,500 to estimate the 
replacement cost of the destroyed plant. 
As a result of the claim, taxpayer re- 
ceived insurance proceeds in excess of 
the adjusted basis of the destroyed prop- 
erty, but elected to defer any recogni- 
tion of gain by investing all of the pro- 
ceeds in a “replacement.” The Commis- 
sioner disallowed the $3,500 expense 
paid to the architects on the theory that 
it was allocable to “wholly exempt” in- 
come. The court disagrees. It maintains 
the nonrecognition provisions do not 
“wholly exempt” the gain realized on 
the involuntary conversion from tax, but 
merely postpone the gain by providing 
for a downward adjustment of basis. 
Consequently the expenses were prop- 
erly deductible. Cotton States Fertilizer 
Co., 28 TC No. 138. 


Involuntary conversion gain recognized; 
proceeds, paid to 
“traced.” The 


account of taxpayer's 1950 fire were paid 


mortgagee, not 
insurance proceeds on 


directly to the mortgagee, reducing the 
mortgage. The court holds that taxpayer 
did not establish a tracing of the pro- 
ceeds into the reconstruction as required 
by the applicable law. [In 1951 the trac- 
ing requirement was eliminated.—Ed.] 
State im WN. 35.8) 


15/57. 


Distributors, Inc., 


Tenants in common a unit for invest- 
ment of “involuntary conversion” pro- 
ceeds. Insurance proceeds resulting from 
the involuntary conversion of property 
held by two taxpayers as tenants in com- 
mon were used to acquire (also as ten- 
, of the stock of a 
owning similar property. 


ants in common) 85% 
corporation 
The Service holds the tenancy in com- 
mon will be regarded as a single unit, 
and because the acquisition of control of 
the did the 
tenancy, no gain will be recognized as a 


corporation not break 


result of the involuntary conversion. 
Rev. Rul. 57-408. 
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The partnership year: some problems 


unanswered by the Regulations 


by THOMAS S. WOOD 


Since a full knowledge of the final partnership Regulations is now necessary even 


to record some quite run-of-the-mill transactions of a partnership, a single year of 


working with them has made the average CPA, usually in closer contact with the 


books than the attorney, painfully aware of the practical problems involved. Mr. 


Wood, a San Francisco CPA and member of the firm of Barlow, Davis & Wood, tells 


us some of the problems he has encountered. 


} IS SURPRISING how many problems 
grow out of the partnership taxable 
year. I don’t mean how to get your part- 
nership onto a natural business year 
when the Service suspects a tax payment 
deferral motive—this is just a selling job. 
Regulations 1-706-1 cover all aspects of 
selecting a taxable year quite clearly, 
except the unusual circumstance of there 
being no “principal partner.” In that 
situation the Mills Committee Advisory 
Group on Subchapter K in its report of 
May 8, 1957, thinks that there can be no 
limitation on the fiscal year that may be 
selected. But, if the first taxable year 
presents no problem, the final one sure- 
ly does. 


When does year close? 


When does the last taxable year of a 
partnership close? In other words, when 
does a partnership terminate? Section 
708(b)(1) of the Code gives two situa- 
tions constituting termination. Section 
708 provides: (a) General rule:—For pur- 
poses of this subchapter, an existing 
partnership shall be considered as con- 
tinuing if it is (b) 
rule.—For 
purposes of subsection (a), a partnership 


not terminated. 


Termination.—(1) General 
shall be considered as terminated only 
if—(A) no part of any business, financial 
operation, or venture of the partnership 
continues to be carried on by any of its 
partners in a partnership, or (B) within 


a 12-month period there is a sale or ex- 
change of 50% or more of the total in- 
terest in partnership capital and profits. 

The second one, (B), is easy. One or 
more partners sell or exchange 50% or 
more interest in total partnership capi- 
tal and profits within a 12-month period. 
Note, incidentally, that this can even be 
to other partners. On the date that the 
transfers aggregate “50% or more,” 
termination takes place. (Regs. 1-708-(b) 
(1)(iii)(b)). But the situation labeled (A) 
is not so clear. 

Paul Little comments at length, in his 
new 1957 supplement to “Income Taxa- 
tion of Partnerships,” on the possibility 
of stretching a partnership’s life so that 
it will be “continued” even when a part- 
ner does no more than take with him in- 
to a new partnership some of the cus- 
tomers of the old partnership and con- 
tinue trading with them. Certainly there 
is a continuation of sorts when after a 
partnership dissolution and distribution 
of its assets some partner contributes his 
share of the business to a new partner- 
ship. Yet Regs. 1-708-1(b)(1)(iii)(a) says 
“For purposes of Section 708(b)(1)(A) 
the date on which the winding up of the 
partnership affairs is completed” is “the 
date of termination.” The Regulation 
seems to interpret the Code provision 
that there is no termination when some 
“part of any business, financial opera- 
tion, or venture of the partnership con- 


tinues to be carried on by any of its 
partners in a partnership,” as applying 
only to situations where certain partners 
retire, withdrawing their capital, and 
the remaining partners take in new part- 
ners with new capital but carry on es- 
sentially a continuing business. This can 
happen, notably, in the stockbrokerage 
field. 

If we follow the Regulations without 
question, we know that the date of 
termination in the ordinary situation is 
when the winding up of the partnership 
affairs is completed. But now we must 
chart our own course. What constitutes 
the winding up of affairs? Does it in- 
clude distribution of the assets? For ex- 
ample, can we defer termination by 
holding up a final cash distribution (or 
a distribution of other assets)? Will such 
delay prolong the partnership taxable 
year? If so, such freedom could effect 
substantial savings in many in- 
stances. On the other hand, how can 
termination be speeded up? Would the 
assumption by the partners as individ- 
uals of the remaining liabilities of a 
partnership at the time its assets are 
divided in kind be sufficient to complete 
the winding up of its affairs? 

If an attempt is made to defer termin- 
ation by delaying distribution, I believe 
the Service will try hard to convince the 
courts that reduction of all assets to cash 
or readily divisable form and the dis- 
charge of all liabilities terminates the 
fiscal year, regardless of distribution. If 
any liabilities, even very minor ones, re- 
main, especially in legitimate dispute, it 
would seem however that winding up is 
not completed. I question whether, de- 
spite the assumption by partners of li- 
abilities for which they are already liable 
in their partnership capacity, a partner- 
ship can be terminated until such liabili- 
ties are paid. Yet it can be argued that 
Code Section 752(a) recognizes the con- 
ception of a partner increasing his indi- 
vidual liabilities by an assumption of 
partnership liabilities and so implies 
that the partnership liabilities can be 
wound up in this manner. 


tax 


When does partner realize gain? 


Let us now turn to the question of 
when a partner realizes gain or loss if 
all assets and liabilities of a partnership 
are being liquidated within the partner- 
ship framework and only cash distribu- 
tions are to be made. Can the timing of 
the realization by the partners of any 
consequent capital gain or loss be con- 
trolled by merely withholding or acce)- 
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erating distributions? If the partners are 
willing to wait for their cash, I suspect 
that it can be. 

If a series of distributions in liquida- 
tion is spread over two fiscal years of the 
partnership, the problem of determining 
the time when partners’ gains or losses 
arising from the liquidation are realized 
is particularly difficult, especially if two 
taxable years of the partners are also in- 
volved. Consider the facts set forth in 
Exhibit I. 

Here is the dilemma Regs. 1-761-1(d) 
says “the term ‘liquidation of a partner’s 
interest’ means the termination of a 
partner’s entire interest in a partnership 
by means of a distribution, or a series of 
distributions, to the partner by the part- 
nership. A series of distributions will 
come within the meaning of this term 
whether they are made in one year or in 
more than one year. Where a partner’s 
interest is to be liquidated by a series of 
the interest will not be 
considered to be liquidated until the 
final distribution has been made.” On 
other Regs. 1-731-1(a)(1)(i) 
says “where money is distributed by a 


distributions, 


the hand, 
partnership to a partner, no gain shall 
be recognized to the partner except to 
the extent that the amount of money 
distributed exceeds the adjusted basis of 
the partner’s interest in the partnership 
before the 
Chis rule is applicable both to current 
. and to distributions in 
liquidation of a partner’s entire interest 


immediately distribution. 


distributions. . 


in a partnership.” Thus it would appear 
that in both columns (1) and (2) of ex- 
ample 1, according to Regs. 1-731-1, the 
excess of $110,000 cash, all distributed to 
4 before the close of business on Decem- 
ber 31, 1956, exceeds his basis immedi- 
ately before the distribution of $80,000 
($90,000 minus $10,000) by $30,000 and 
that he has a capital gain of $30,000. On 
this basis his long-term capital gain real- 
ized in 1957 will also be $30,000. 

Now, on the other hand, Regs. 1-761-1 
(d) emphasize that the partner’s interest 
is “not to be considered as liquidated 
until distribution has been 
made.” Surely this means that all of a 
series of liquidation distributions are to 


the final 


be taken together and that no capital 
gain is to be reported until the conclu- 
sion of the liquidation. In example (2) 
this places the capital gain squarely in 
1957, all $60,000, but in example (1) 
when the liquidation is taken as a whole 
there is still an excess of $6,000 cash dis- 
tributed in 1956 over the final basis of 
\'s partnership interest. Since this is not 


known at the end of 1956, it may be 
necessary to amend. A’s 1956 individual 
income tax return. 

The prescribed in Regs. 
1-731-1 can result in a capital gain in 
1956 and a capital loss in 1957, since we 
cannot add on the Section 702 items (net 
income) for a taxable year until the 
year closes.! Thus, using another set of 
figures we could come up with: 

In this case we will have an $80,000.00 
capital gain in 1956 ($10,000 plus $160,- 
000 — $90,000) and a capital loss of $20,- 
000 ($25,000 plus $15,000 — $20,000) in 
1957. It would seem to be the purpose of 
Section 761 to avoid this type of “whip- 
sawing” of the taxpayer, but how to 
reconcile Regs. 1-731-1 and 1-761-1(d)? 


method 


Allocation of basis 

The requirements of Regs. 1-761-1(d) 
(that a series of distributions in liquida- 
tion of a partner’s interest are to be con- 
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realized receivables or substantially ap- 
preciated inventory (Section 751 assets), 
this should avoid complications even if 
the withdrawal is not pro-rata. 


Guaranteed payments 


Partners’ loans and interest payments 
thereon do not seem to be very consis- 
tently treated in the Regulations. It 
seems clear Regs. 1-707-1 that 
. . . by the partner to 
the partnership” are included in trans- 
actions engaged in by a partner with a 


from 
‘loans of money 


partnership other than in his capacity 
as a partner. Thus it would appear 
proper for each partner to add his pro- 
portion of this liability to his basis for 
his partnership interest even if the li- 
ability is to himself. If is not equally 
clear that interest on such loans is to be 
treated as paid to an outsider. The 1956 
instructions for Form 1065 stated that 
interest paid by a partnership to a part- 


Basis of A’s partnership interest at start of liquidation on May 31, 1956 


(no partnership liabilities) 


A’s share of profits and capital gains etc. by partnership — calendar year 


1956 
A’s share of profits and capital gains etc. 
liquidation (August 31, 1957) 


Cash distributions to A: 
May 31, 1956 
December 31, 1956 
August 3i, 1957 


Long-term capital gain 


sidered as a whole) raises new problems 
when the basis for the partner's interest 
must be allocated among the assets re- 
ceived, in accordance with Code Section 
732. The final basis of his interest is not 
known until the books are closed at the 
end of the liquidation period, but assets 
may have been distributed to a partner 
early in liquidation and sold by him in 
the taxable year preceding the end of 
liquidation. It may make him very un- 
happy at the time of sale to be told that 
it will actually be impossible to tell him 
how much his gain or loss is until the 
end of the liquidation period.? He will 
probably have to file an amended return 
when the final apportionment of basis is 
known. 

The best solution is, of course, to have 
assets which the partners intend to sell 
before completion of liquidation, with- 
drawn from the partnership before liqui- 
dition starts. If the assets are not un- 


$ 90,000 


by partnership — 1957 to end of 


130,000 


10,000 
160,000 
20,000 


190,000 


$ 60,000 


ner for “the use of capital” is to be en- 
tered as a deduction on line 12, page 1, 
“Payments to partners — salaries and in- 
terest.” However, amounts paid as inter- 
est by a partnership to a partner as the 
result of a transaction wherein the part- 
ner acts in a capacity other than as a 
partner should be entered as a deduc- 
tion on line 14, page 1, “Interest.” 

This suggests that interest on _part- 


1 Section 705 provides the rules for computation 
of a partner’s basis for his interest. Regs. 1-705-1 
(a) (1) says “However, where there has 

- a liquidation of a partner's entire interest 
in a partnership, the adjusted basis of the part- 
ner’s interest should be determined as of the 
date of . . . liquidation.” A liquidation of a part- 
ner’s entire interest would seem to apply only to 
the completion of the liquidation, not to earlier 
distributions, mere steps in the liquidation. Sec- 
ondly, a determination of adjusted basis would 
hardly seem to include making an interim clos- 
ing of the books and adding the operating results 
of the current partial taxable year to or sub- 
tracting them from a partner’s adjusted basis 
for his interest when clearly the taxable year is 
not terminated as to him. At any rate, I believe 
that it does not. 
2 This is especially likely to happen if the assets 
sold are capital assets or Section 1231 assets and 
not “inventory items.” Inventory items are more 
likely to carry over their partnership basis un- 
changed. 
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ners’ loans should be entered on line 14 
and presumably not be treated as “‘guar- 
anteed payments” for which line 12 is 
obviously intended. However, Regs. 1- 
707-1(c) states “Payments made by a 
. . for the use 
of capital are considered as made to a 


partnership to a partner . 


December 1957 


person who is not a partner, to the ex- 
tent such payments are determined with- 
out regard to the income of the partner- 
ship. However, a partner must include 
such payments as ordinary income for 
his taxable year within or with which 
ends the partnership taxable year in 





A & B are equal partners. Termina- 
tion is agreed upon at May 31, 1956 
and the period of liquidation com- 
mences. All liabilities have been dis- 
charged prior to May 31, 1956. Part- 
ner A originally inherited his part- 
nership interest and as a result of a 
low estate tax valuation has a basis 
is $60,000 less 
than his share of the aggregate bases 


for his interest which 
of the partnership assets. The bal- 
ance sheet at May 31, 1956 was: 


Balance Sheet of A & B 
as of May 31, 1956 


ASSETS 


Cash $ 30,000 


Inventory 40,000 
Other assets 240,000 
Total assets $310,000 
Liabilities—zero 
CAPITAL 
Profits for portion of 1956 
to May 31, 1956 10,000 


in our example) 


calendar year 1956 

1957 to end of liquidation (August 
Cash distributions to A: 

May 31, 1956 


December 31, 1956 
August 31, 1957 


Long-term capital gain 





Exhibit I: When is capital gain on liquidation of a partner’s interest reportable? 


Partner A (Basis for his interest is less by $60,000 than his 


capital account plus share of liabilities — actually none 
Basis of A’s partnership interest at start of liquidation on 
May 31, 1956 (no partnership liabilities) 


A’s share of profits and capital gains etc. by partnership — 


A’s share of profits and capital gains etc. by partnership — 


Partner B realizes no gain or loss on the distributions. 


Partners’ capital accounts: 
$150,000 
150,000 300,000 


Partner A 
Partner B 





Total capital $310,000 

Surplus cash of $20,000 is immedi- 
ately distributed equally. Assets are 
gradually realized and the taxable 
year closes on December 31, 1956, in 
the middle of the liquidation with 
partnership income gains and deduc- 
tions netting $40,000. Since most as- 
sets have been reduced to cash by this 
time, a of $110,000 to 
each of A & B is made on December 
31, 1956. A final cash distribution is 
made on August 31, 1957, at the com- 


distribution 


pletion of the winding up of the 
partnership’s affairs. In column (1) 
below, this distribution is shown as 
$54,000 column (2), 
change the facts and assume that, be- 
cause of a large gain on realization 
of a piece of land in 1957, the distri- 
bution is $125,000 each. The distribu- 


each; in we 


tions may be put in accounting form 
as follows: 


Column Column 








(1) (2) 

$ 90,000 $ 90,000 

20,000 20,000 

31, 1957) 4,000 75,000 
114,000 185,000 

10,000 — 10,000 

110,000 110,000 

54,000 125,000 

174,000 245,000 





$ 60,000 $ 60,000 











which the partnership deducted such 
payments as paid or accrued under its 
method of accounting.” 

Is interest on partners’ loans paid for 
the “use of capital’? If so, presumably 
such interest is a guaranteed payment, 
so why put it on line 14 of Form 1065? 
The practical importance of the distinc- 
tion lies in the Regulation that guaran- 
teed payments are reportable by the 
partner at the end of the partnership 
fiscal year in which “paid or accrued.” 
If the interest is not a guaranteed pay- 
ment, then the time of payment deter- 
mines the taxable year in which a recip- 
ient partner filing his individual return 
on the cash basis reports it as income. 
Further, if payments of interest on part- 
ners’ loans are to be reported by the re- 
ceiving partner on a cash basis when 
received, then there is a question 
whether Code Section 267(a)(2) will ap- 
ply and the deduction of such interest 
be disallowed if it is not paid by a fam- 
ily partnership on the accrual 
within two and a half months of the end 


basis 


of the fiscal year of the partnership. It 
would that under Code Section 
267(b)(1), if for example, three brothers 
A, B and C in partnership failed to pay 
loan interest to partner A within the 
specified two and one-half months, no 
deduction would be allowed for the un- 
paid interest to the extent of B & C’s 
shares of the expense. 

The quoted portion of Regs. 1-707-1(c) 
brings up another problem. It states that 
a partner includes salaries and interest 


seem 


in his taxable year within or with which 
ends the partnership taxable year in 
which the partnership deducted such 
payments as paid or accrued under its 
method of accounting (italics sup- 
plied). Apparently the nonpayment of 
a salary to a partner in a cash basis 
partnership may materially distort its in- 
come distribution for a particular year 
between partners. Take, for example, 
such a partnership of X and Y which 
has the 
$20,000, out of which X is entitled to a 
salary of $12,000 and Y, a silent partner, 
to none. The remaining profit is to be 
shared equally. If X has been paid only 
$6,000, the income distribution may be 
$7,000 to Y and $13,000 ($7,000 plus 
$6,000 salary paid) to X, whereas under 
the old partnership law X would have 
reported $16,000 (salary of $12,000 plus 
half of the remaining $8,000) and Y 
$4,000. 


an income on cash basis of 


There are difficult problems that arise 
in making practical application of Regs. 


) 
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1-742-1, 
Interest,” 


Partner's 
when determining the basis of 
a deceased partner’s the 
hands of his estate. The regulation re- 


“Basis of Transferee 
interest in 
quires that the value of the interest as 
determined for estate tax purposes be 
the decedent’s share of 
partnership liabilities at date of death 
and then be reduced 


increased by 


“to the extent that 
such value is attributable to items con- 
stituting income in respect of a dece- 
dent” (italics supplied). Taken liter- 
ally, this that un- 
drawn income of the incomplete taxable 


must mean only 
year should be deducted since this is the 
amount included in computing the in- 
. Yet at the end of the 


surely the partners’ share of income and 


terest taxable year 


deductions for the entire year whether 
drawn or undrawn, will be added on to 
basis, a procedure fully in line with the 
terms of Regs. 1-753-1(b) which is as 
follows: 
“Other 


dent. — When a partner dies, the entire 


income in respect of a dece- 


portion of the distributive share which 
is attributable to the period ending with 


the date of his death and which is tax- 


able to his estate or other successor con- 
stitutes income in respect of a decedent 
691. This 
even though that part of the distributive 


under Section rule applies 
share for the period before death which 


the decedent withdrew is not included 
in the value of the decedent’s partner- 
ship interest for estate tax purposes. Ex- 
hibit II is a practical example. 

II that if 


700 is to be deducted in arriving 


It will be seen in Exhibit 


only $2,7 
at the estate’s basis at the date of death, 
only $3,300 should be added at the end 


of the partnership taxable year, since 
1956 (all un- 
Yet the $4,000 
the 


cannot be supported by 


for December, 
clearly $600. 
“withdrawals during 


earnings 
drawn) are 


deduction for 


taxable year” 


Section 733 since that section only re- 


quires deduction of “any money dis- 


tributed to such partner” and not of 
money distributed to a predecessor in 
interest. 

It would seem that the Regulations 
could well be expanded to provide that 
his estate 


withdrawals by a partner or 


during a year in which he dies shall to 
the extent of the partner’s share of the 
year’s net income be deducted from the 
basis of his estate’s partnership interest 
at the close of the fiscal year, thus justi- 
treatment of them in the ex- 


fying the 


ample. Until then Section 733 seems in- 
adequate to cope with the situation. 


\nother apparent inequity,.,this time 
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Exhibit II: Deceased partner died November 30, 1956 

Appraised value of interest in partnership ...... $15,000 
Add the estate’s share of partnership liabilities 6,000 

Total $21,000 
Deduct appraised value attributable to income in respect of a decedent: 
Distributive share of income (Section 702 items) to November 30, 

1956 (11 months) $6,700 
Less withdrawals before death ............... 4,000 2,700 
Basis of estate’s interest at date of death $18,300 
Distributive share of Section 702 items for calendar year 1956 7,300 
Less withdrawals (all before death) during the taxable year* 4,000 3,300 
Share of reduction partnership liabilities during the month of 

December (1,000) 
Adjusted basis of estate’s interest at end of taxable year $20,000 


*This adjustment is not supported by the Regulations — see comment below. 





the results when 


estate succeeding to a partner’s interest 


against taxpayer, an 

partnership is charged with a loss 
at the end of the taxable year in which 
The 
cases will be attributable to the period 


such partner died. loss in many 
before the partner’s death and will have 
therefore reduced the estate tax valua- 
tion, yet now the partner’s basis is re- 
duced by the loss before death a second 
time. 

The foregoing discussion of the sub- 
ject of partnership income in respect of 
a decedent brings to mind another prac- 


tical question as to such income. Sup- 





Sons in army not recognized as partners. 
laxpayer and his wife had given shares 
of stock in their corporation to trusts 
for their children. Because of the broad 
powers of taxpayers as trustee, the court 
held him taxable on the income of the 
trusts. Upon dissolution of the corpora- 
at the 


the 


tion two sons, in the army time, 


were made partners in business. 
that the 


capital and that the services 


Noting sons contributed no 
original 
they rendered were at best sporadic, the 
court holds that taxpayer has not met 
the burden of proving that all the part- 
ners really intended to join in business 
The income is taxable to the 


Apicella, 28 TG No. 110. 


together. 
parents. 


Partnership found not to be in existence 
after partner’s death. On the facts, the 
that a partnership in 


court concludes 


New partnership decisions this month 


pose that an estate’s share of income in 
respect of a decedent is $10,000 but by 
the end of the partnership taxable year 
death 
tate’s share of partnership items of in- 


losses after have reduced the es- 
come and deductions to a net of $8,000. 
Has the $10,000 


that a Section 691(c) deduction can be 


now been realized so 
taken in full? In my opinion, in view of 
the absolute separation of all classes of 
income and deductions under the “‘con- 
duit” theory, the $10,000 is in fact being 
reported in full and estate tax on $10,- 
000 can be correspondingly claimed as a 


deduction. 


which taxpayer and another were co- 
partners was dissolved by the death of 
the other partner. His payment to the 
partner's administratrix was for the in- 
terest as of the date of death. T 
that half of the 


the business for some time after his part- 


‘axpayer’s 
contention income of 
ner’s death was attributable to the estate 
of the deceased partner is overruled, 
and the court holds him taxable on the 
entire income. Basle, TCM 1957-169. 
Parents created valid family partner- 
ship through gift capital to children. A 
gift of partnership capital by parents to 
their three children. made the children 
the 
unrestricted, 
and 
and the children joined in the active 
the fourth 


bona fide partners’ because, court 
the gift 


unconditional 


finds, was un- 


limited, complete, 


conduct of business. A son 
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who also received a share of the gift 
capital is held not to have become a 
partner because of the absence of proof 
that he participated in the conduct of 
the business or that he intended to join 
with the others as a Willett, 
TCM 1957-189. 


pa rtner. 


Family partnership created through in- 
vestment of gift capital ruled valid. 
Taxpayer and his wife executed a part- 
nership agreement in 1942 for the sale 
of equipment under an exclusive dis- 
tributorship contract. Later that year, 
taxpayer decided to include his four 
children in the business. He made cash 
gifts to each of them which they in turn 
invested in a new limited partnership 
with the parents as general partners and 
themselves as the limited partners. Each 
member rendered services according to 
his or her abilities and opportunities. 
The court facts that the 
family intended in good faith to join 


holds on the 


together as partners in the conduct of 
the business, and that the income from 
the business was earned by the part- 
nership and not solely by 
Meffley, Sr., TCM 1957-178. 


taxpayer. 


Purported husband-wife partnership for 
years 1944-1947 invalid. Applying the 
“intent to test, the 


court finds that taxpayer and his wife 


conduct business” 
were not partners. There was no indica- 
tion of any capital contribution by the 
wife nor a participation by her in the 
management or daily affairs of the busi- 
ness. Powell, TCM 1957-185. 


Wives are partners though they con- 
tributed neither capital 
[Acquiescence}. 


services 
who 


nor 
Taxpayers, were 
brothers, and a sister conducted a part- 
nership which manufactured sportswear. 
The husband, a valuable em- 
ployee of the firm requested that he be 
made a partner. In order to accommo- 


sister's 


date him and retain an equal voice for 
each family, a partnership was 
formed composed of taxpayers and their 
sister as general partners, and of their 
respective spouses as limited partners. 
Each general partner assigned part of 
his or her capital account to the spouse 
as a limited partner. In a prior proceed- 
ing involving 1941-1943 (prior to the 
Supreme Court decision in the Culbert- 
son case) the court held the wives were 
not to be treated as partners. For the 
years in issue, 1946 and 1947, the court 
now rules, following Culbertson, that 
the spouses were bona fide limited part- 


new 


December 1957 


ners even though they contributed 
neither capital nor services. The test 
now is whether they intended to join 


together as partners to carry on the 


business. Services and capital are merely 
evidence of the intent and here the in- 
tent is clear. Fainblatt, 27 TC No. 989, 
acq. IRB 1957-38. 


Miscellaneous new decisions this month 


Abnormal discounts does not entitle tax- 
payer to 722 relief. A wholesale liquor 
dealer sought a reduction of its excess 
profits tax on the ground that discounts 
allowed customers to meet competition 
during its base period represented ab- 
normal deductions and should be added 
back in computing the credit. The court 
denies relief the discounts in- 
deductions to arrive at 
therefore did 

deductions.” Sec- 
denied on the 
alternative ground that a price war de- 
pressed the base-period earnings by the 
amount of 
Tri-State Beverage 
27 TC No. 126. 


because 
volved were 


gross income and not 


represent ‘abnormal 


tion 722 relief is also 


these abnormal discounts. 


Distributors, Inc., 


Carryover of unused 722 credit denied; 
not claimed. In 1952 taxpayer and the 
Commissioner agreed on the amount of 
its 722 relief. the Commis- 
sioner refused to allow a carryover of 
unused credit from 1941 to 1942 because 


However, 


no mention of a possible carryover had 
been made in the claim for relief. ‘The 
Regulations specifically required such a 
claim. The Tax Court upheld the Com- 
missioner; the Eighth Circuit affirmed. 
The Regulation was reasonable. May 
Seed & Nursery Co. cert. den. 10/14/57. 


EPT income excludible from income 
tax is that allowed under 722. [Certi- 
orarit denied]. A_ constructive-average 
base-period net income under Section 
722 was allowed to taxpayer. However 
the taxpayer claimed that in computing 
its income tax it should be allowed to 
exclude excess profits income without 
regard to its 722 relief. The First Circuit, 
affirming the Tax Court, held that the 
excess profits income determined by 
using the constructive credit is the 
amount of income excluded from _ in- 
come tax under Section 26(e) of the 1939 
Code. Mutual Shoe Co., cert. 
4/22/57. 


den., 


Section 722 relief found not to exceed 
relief already granted. In a prior pro- 
ceeding the court held taxpayer was not 
entitled to Section 722 relief, because 
although the company had shown an 





increased capacity for production, that 
increase was not such as to change the 
character of its business. Upon remand 
from the circuit court, the Tax Court 
considers whether an increase in tax- 
payers’ operation in conjunction with 
the increased production qualified the 
corporation for relief. It finds that even 
if it were, to apply the pushback prin- 
ciple under Section 722, the relief re- 
quested would not exceed the relief al- 
ready granted by the Commissioner by 
use of the growth formula. Helms Bak- 
erties, 28 TC No. 12. 


Claiming 722 relief as alternative won't 
lift limitations if first claim is granted. 
When the Commissioner assessed addi- 
tional 1941-1942 tax in 1951, the tax- 
payer filed a Tax Court petition claim- 
ing that these deficiencies had been 
paid, and in the alternative asking for 
further 722 relief. The Commissioner 
replied by proposing additional tax on 
different non-722 grounds and argued 
that the claim for 722 relief brought the 
entire tax for that year before the Tax 
Court. The Tax Court held that the 
Commissioner could not raise these new 
standard issues because the years had 
closed prior to the taxpayer’s asking for 
more 722 relief. This court affirms, but 
for another reason: the taxpayer’s 722 
claim was merely in the alternative and 
taxpayer was clearly right on its first 
position that the assessed deficiencies had 
been paid. F. W. Poe Mfg. Co., CA-4, 
5/22/57. 


Technological changes and receivership 
operations no grounds for EPT relief. 
A corporation in the business of con- 
verting and selling coated book and 
specialty grade papers claimed EPT re- 
lief as a result of a depression in its 
business caused by technological change 
and by its operation in receivership. 
The court denies relief holding that 
the technological change was not a 
“temporary” change but a permanent 
change in the industry, and that the re- 
ceivorship did not depress the business 
but helped to rehabilitate and preserve 
it. The Miami Valley Coated Paper Co. 
28 TC No. 53. 




















Iss 
Cal 


THI 
of 1 
ury 


una 


the 
Fre 
tar 
thi 
he 

Ho 
tio 
ne 
the 


no 


ur 


pr 


ob 


es 





erely 
e in- 
989, 


that 
- the 
land 


ourt 
tax- 
with 
the 
even 
orin- 
f re- 
f al- 
r by 
Bak 


on’t 
ited. 
iddi- 
tax 
aim- 
een 
for 
ner 
. on 
rued 
the 
Tax 
the 
new 
had 
for 
but 
722 
and 
first 
had 
\-4, 


hip 
lief. 
-on- 
and 
re- 
its 
nge 
hip. 
hat 
| 
ent 
re- 
1€SS 
rve 
Co. 

















MANAGEMENT OF THE 


Professional 


tax practice 


oh AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 


Issuance of limited Treasury 
Cards being studied 


[He Treasury is studying the question 
of whether it will issue a limited Treas- 
ury Card to enable certain persons now 
unable to obtain a regular Treasury 
Card to represent taxpayers up through 
the Group Chief level, according to 
Fred C. Scribner, Jr., Assistant Secre- 
tary of the Treasury. “Whether or not 
this new type of card will be feasible,” 
he said, “cannot now be determined. 
However, we are studying the ques- 
tion.”” More assistance for taxpayers is 
needed, he says. One reason for this is 
the fact that a great many lawyers will 
not do tax work. 

Che adoption of such a limited Treas- 
ury Card is espoused by the National 
Society of Public Accountants. At the 
present time Treasury Cards may be 
obtained by qualified lawyers, certified 
public accountants, and those who pass 
a special examination given by the 
Treasury for this purpose. The proposal 
under consideration would enable non- 
certified public accountants and others 
to practice through the Group Chief 
level without passing such an examina- 


tion. vw 


“Cooking the books” tax 
evasion, not avoidance 


[ne suBjecT of tax avoidance is one 
that the layman often quotes, but in 
actual fact, has little or no knowledge of 
the precise meaning of the phrase. A 
correspondent writing in the English 
periodical Tobacco World under the 
heading ‘Cooking the Books,’ states that 
cooking the books downwards is, in fact, 
tax evasion, which is quite a different 
thing from tax avoidance. Mr. Macmil- 
lan, when Chancellor of the Exchequer, 
defined the two terms: “Tax evasion 
means dodging tax, either by fake de- 
clarations or fake returns, or some other 
illegal method. When discovered, it is 
punishable, and it is severely punished. 
Tax avoidance involves no breach of the 





° 


law. It means arranging matters so as to 
attract the minimum possible taxation 
within the law.’ 

The dividing line between tax avoid- 
ance and tax evasion is a very thin one 
in some cases. Replying to a question in 
the House of Commons about the now 
famous circular containing an outline 
of twenty methods of tax avoidance, the 
Financial Secretary to the Treasury, at 
that time Mr. Henry Brooke, said: ‘I 
would say to those who are attracted— 
and who would not be?—that the divid- 
ing line is such a thin one that they had 
better be on their guard lest they put 
themselves right outside the surtax class 
and find themselves, for a number of 
years, as guests of Her Majesty.’ 

Of course, many taxpayers are agog 
to know what the twenty dodges are, but 
all these high-flown avoidance schemes 
are uncertain and expensive. Certainly, 
they are of no interest to the average 
small taxpayer, but they tend to create 
an unfortunate reaction in the mind of 
the small man, who sees one law for rich, 
another for the poor and may try to 
level them by a little tax-dodging. 


Retailers excise tax guide out 
A NEW Retailers’ Excise Tax Guide has 
just been published by the National 
Retail Dry Goods Association and is now 
available for distribution. 

The Manual is designed as a handy 
reference work for all stores (and their 
tax advisors) engaged in selling merchan- 
dise subject to the retailers’ excise tax. 
It reflects the changes in the new In- 
ternal Revenue Code and the latest rul- 
ings as well as an exhaustive index to 
taxable and non-taxable items. 

In the relatively obscure but im- 
portant field of excises, the book will 
fulfill a pressing need for complete and 
authoritative information. 

The 1954 Code, together with ap- 
plicable Regulations, are quoted to ex- 
plain who is liable to what tax, how 
liability is determined, exemptions, and 
special treatment of specific products. 
NRGDA comment is appended in those 
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areas where it is deemed necessary. 
The price to NRDGA members, $4.25; 

to nonmembers, $7.50. It is 6 x 9 inches, 

80 pages, loose leaf in stiff paper cover. 


Mobile Bar Association 
draws up fee schedule 


THE Mosi.e Bar AssociaATION has drawn 
up a schedule of rates covering all ser- 
vices its members are likely to be called 
upon to perform for clients. In the pre- 
face to its “1957 Fee Bill” the group 
states that it “considers the fees sched- 
uled herein to be reasonable minimum 
fees for the services stated, but it is 
understood that larger fees shall be 
charged where circumstances justify.” 

Fees for tax returns, as quoted in the 
Alabama Lawyer, (Vol. 8, No. 3, July, 
1957) are as follows: 


Individual Federal Short Form $ 10.00 


Individual Federal Long Form 25.00 
Individual State of Alabama 10.00 
Partnership Returns 25.00 
Corporation Returns 25.00 
Fiduciary Returns 25.00 
Gift Tax Returns 15.00 


Federal Estate Tax Returns 250.00 


New guide to court-made 
law of accounting 


THE AREA where law and accounting 
overlap is thoroughly explored in a new 
book* by George S. Hills, which is 
organized in such a way as to provide 
a useful reference tool for the account- 
ant and lawyer. The book is particular- 
ly noteworthy for its presentation of an 
authoritative guide to the substantial 
body of court-made law and SEC re- 
ports bearing on accounting practices. 

In one section dealing with taxes, the 
book distinguishes the methods of tax 
accounting from other accounting prac- 
tice. Again, it establishes the place of 
taxes in the income statement, giving 
legal authority for assigning taxes as 
costs and deducting them from gross 
income. 

Mr. Hills, a member of the New York 
City law firm of Rogers, Hoge & Hills, 
spent twenty years preparing and classi- 
fying the material for this book, intend- 
ed as a guidebook for accountants and 
lawyers engaged in preparing documents 
involving accounting usage. * 


*The Law of Accounting and Financial State- 
ments, by George S. Hills, Little, Brown & Co., 
Boston, Mass., 338 pages, $10.00. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH PP, STAPCHINSKAS 





LIFO method in valuing inventories 


rejected for local property tax 


\ we MARYLAND Court of Appeals in 
a recent decision held that May 
Department Stores could not use the 
LIFO value of 


property tax assessed on “fair average 


its inventory for the 
value.” The court said: 

The May Department Stores Company 
appealed from a decree of the Circuit 
Court of Baltimore City, which affirmed 
the assessment made by the State Tax 
Commission on the stock in business 
of May for the purposes of the Maryland 
tangible personal property tax for the 
year 1955. By this assessment, the Com- 
mission refused to accept the Liro 
method of calculating the fair average 
value of the tangible personal property 
belonging to the appellant. 

The appellant, a New York corpora- 
tion, owns and operates a large depart- 
ment store in Baltimore City. The mer- 
chandise it buys for resale to the con- 
suming public comprises many thousands 
of different items, and is turned over five 
or six times a year. The company makes 
every effort to sell old goods first be- 
cause styles, fashions, and buying habits 
change from time to time, and it is 
good business to keep the newly pur- 
chased items in stock. Dollar-wise, 65°% 
of appellant’s merchandise is sold within 
six months after purchase, and not more 
than 15 to 20% of the merchandise is 
more than a year old. 

The very nature of appellant’s busi- 
ness makes it virtually impossible to 
identify the multitude of items pur- 
chased so as to account for their cost: 
and the State Tax Commission does not 
insist upon such identification. Thus, as 
a practical matter accounting methods 
are resorted to, to determine the cost of 
May’s merchandise in order to develop 
the fair average value thereof under the 
cost or market value rule. May’s sole 
contention in the appeal is that it 
should:be permitted to calculate the cost 


value of the inventory for the purposes 
of Maryland tangible personal property 
taxes by means of Liro. It is conceded 
that the appellant is permitted to em- 
ploy the Liro method for the purposes 
of state and Federal income taxes. 

The sole question for us to determine 
is whether the refusal by the Commis- 
sion to accept the Liro method of cal- 
culating the fair average value of the 
tangible personal property of the ap- 
pellant for the twelve months preceding 
the date of finality was unlawful, un- 
reasonable, or against the substantial 
weight of the evidence. Art. 81, Section 
255(b), Maryland Code (1951). 

We now quote from the opinion of 
the Commission: 

“The question involved in this case 
is whether a value of ‘stock in business,’ 
or inventory, arrived at by LuiFo, is 
acceptable for purposes of the tax pro- 
vided in Article 81, Section 14 of the 
1951 Maryland Code. The relevant por- 
tion of this Section reads as follows: 
‘The stock in business of every person, 
firm or corporation engaged in any 
manufacturing or commercial business 
in this State shall be valued and assessed 
to the owner thereof on the date of 
finality at its fair average value for the 
twelve months preceding the date of 
finality .. .! 

“However, before applying the ad- 
justments required by the Liro method 
to achieve the theoretical result above 
set out, the taxpayer first determines 
the current or actual cost of its inven- 
tory by conventional 
(1) It takes its 
physical inventory annually at the sales 
prices, giving effect at that time to any 
mark-downs; and (2) from these prices it 


normal and 


methods, as follows: 


deducts the initial average mark-up of 
the respective departments, thereby re- 
flecting fairly accurately the actual cost, 
except as to merchandise which has been 


marked down; and with respect to the 
latter, the current or market value. 

“Up to this point, the values thus 
arrived at can be said to represent the 
fair value of the inventory of the tax- 
payer in that either the actual cost, or 
the market value, forms the basis for 
these computations. 

“For income tax purposes, or for other 
reasons that the taxpayer may deem 
advisable, certain adjustments are then 
made to the inventory figures of the 
respective departments in order to re- 
construct a hypothetical original cost as 
of 1941 for the items now constituting 
the said inventories. This is done by ap- 
plying to the said departmental inven- 
tories various indices, the year 1951 
being represented by 100, and each of 
the subsequent years by a higher index 
figure in accordance with average price 
trends for the respective groups of mer- 
chandise or departments of the business, 
as found by the Federal Bureau of Labo1 
Statistics. It is unnecessary for our pur- 
poses to detail here the mechanics of 
this method. Conceding arguendo the 
validity of the indices used the result is, 
neverthless, wholly artificial. This is evi- 
dent from the following: (1) the 
Comptroller of the taxpayer testified 
that, dollarwise, 65%, of its merchandise 
is sold within six months after purchase; 
that an additional 15 to 20% might 
have an age of over a year; (2) depart- 
ment stores like the May Company have 
a turnover of at least 5 or 6 times an- 
nually; and (3) the items of mer- 
chandise, constituting the inventory in 
1954, can only in rare cases be the same 
in composition, styling, and functional 
efficiency as similar items purchased in 
1951. 

“To claim, therefore, that a 1941 cost, 
even if it could be found by the methods 
used, should be accepted as establishing 
the average value of the inventory ‘for 
the 12 months preceding the date of 
finality,’ is to do violence to the lan- 
guage as well as to the intent of the 
Statute. 

“The contention is made by the tax- 
payer that the Liro method has received 
oficial approval. It is accepted by the 
Internal Revenue Service of the Federal 
Government, and by the Income Tax 
Division of the state of Maryland, and 
it is contended that a consistent policy 
should be followed at least by all Mary- 
land taxing authorities. Consistency is 
desirable unless such consistency negates 
the purposes sought to- be served. In 


calculating . inventory. for income. tax 
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purposes, the fair current value is not 
too important. Income taxes in this tax- 
payer's business accrue as a result of 
profits from sales and/or increased value 
of inventory. To the extent that items of 
inventory may be under-valued the addi- 
tional profit realized from the sale of 
said items compensates for such under- 
valuation. Further, under-valuation in 
any one year is generally recouped when 
sold, 
whether the sale be made the next year 


the items so under-valued are 


or five years thereafter. Assuming the 
same rate of taxation, there is ultimately 
no loss in the income tax paid by the 
taxpayer, particularly to the state. The 
situation with respect to a tax on in- 
ventory, however, is not the same. Each 
year’s inventory is a separate, isolated 
period in time, unrelated taxwise to the 
inventory of any other period. The loss 
of taxes resulting from an under-valua- 
tion in any one year can never be re- 
couped. Therefore, that method of com- 
putation which reflects the fair and 
reasonable value of the inventory during 
the taxable year is the only one that 
can be acceptable under the law. . . . 
“Counsel for the taxpayer has urged 
very strongly that the Commission ac- 
cept for the purposes of inventory valua- 
tion either cost or market, whichever is 
lower; that it is physically impossible to 
determine whether the item being sold 
is one which was purchased most re- 
cently at the highest cost, or most re- 
motely at the lowest cost; that, there- 
fore, any approved accounting system 
which presumably reflects a lower 
earlier cost still comes within that rule 
of the Commission. The answer to that 
argument is that the rule of the Com- 
mission was never intended to be ap- 
plied to costs, even actual and not not 
synthetically reconstructed, resurrected 
from a distant past. Cost or market, 
whichever is lower, is a fair indication 
of the reasonable value of inventory 
provided that either the cost or the 
market value is established as of recent 
date. It would be fair and reasonable 
to assume that something bought at a 
certain price within six months was 
representative of the current fair value 
of the item. It is unreasonable, however, 
to adopt the cost of this item several 
years ago (assuming even that it can 
Liro 
method) as representative of its fair 


be properly established by the 
value in the current taxable year. It 
would be equally valid to argue that 
the market value of years ago should 
properly constitute the fair value today. 


The point is that the law requires that 
the “stock in business” be valued at its 
fair average value for the 12 months 
preceding the date of finality. Any ac- 
counting method, no matter by whom 
else accepted or approved, which does 
not produce the result which the law de- 
mands, as above quoted, is inadmissible 
for valuing inventory for the purposes 
of the tax imposed by Art. 81, Sec. 
oR 


Conclusion 

We think the facts stated in this 
opinion are fully supported by the evi- 
dence; that it sets forth and answers 
with clarity and precision all of the 
arguments presented by the appellant 
in this court; and that it clearly shows 
the action of the Commission was neither 
unlawful nor unreasonable. 


Business equipment sales 
occasional; not taxable 


By A RECENT Regulation of the Cali- 
fornia Board of Equalization, a person 
engaged in a service enterprise, such as 
a trucker or construction contractor, 
was relieved of sales tax liability on the 
retail sale of equipment used in the 
conduct of his business even though he 
may have made a series of sales for re- 
sale, such as trading in old equipment 
for new, incidental to his business. The 
sale in question is not regarded as one 
of a series of sales but is treated as an 
occasional sale. However, the regula- 
tion provides that if in addition to the 
sale in question the person has made at 
least two other retail sales in substantial 
amounts in a 12-month period, then 
none can be regarded as occasional 
sales and all are taxable. 


NCCUSL approves proposed 
allocation act 


THE NATIONAL CONFERENCE of Commis- 
sioners on Uniform State Laws has ap- 
proved a proposed uniform corporation 
allocation and apportionment act en- 
titled “Uniform Division of Income for 
Tax Purposes Act.” The proposed act 
has also been approved by the American 
Bar Association. It is expected that 
printed pamphlet copies of the pro- 
posed act will be available for distribu- 
tion soon. Several provisions in the new 
act are worthy of note: the use of a two- 
pronged “sales” factor, one relating to 
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income from sales of tangible personat 
property and the other to all other in- 
come; the preference for destination in 
the tangible personal property part of 
the sales factor; and use of undepreciated 
original cost in the property factor. * 


CPAs urge California to 
make public tax rulings 


Tue Cauirornia Society of CPAs is urg- 
ing the California Franchise Tax Board 
to make public legal memorandums on 
tax questions from taxpayers (rewritten 
to disguise identity of taxpayer). The 
Society says “These memorandums are 
of real assistance to taxpayers and tax 
practitioners in filing returns.” The cur- 
rent budget includes $6,000 to cover the 
cost of an attorney to redraft the mem- 
orandums for publication. 

Taxpayers in many other states would 
say Amen to this. Very little is available 
in most states to assist practitioners in 
complying with the state taxing author- 
ity on borderline questions. * 


Michigan determines base 
for IBM use tax 


A 1956 RULING by the Michigan Depart- 
ment of Revenue dealt with the taxable 
status for use tax purposes of rentals 
paid to the International Business Ma- 
chines Corporation under combination 
rental and service contracts. The ruling 
stated that after many conferences and 
considerable research on the subject, 
the department had determined that in 
applying the Michigan use tax to total 
IBM charges, 65 per cent of the total 
should constitute the base for computing 
the use tax and the remaining 35 per 
cent should be treated as nontaxable 
service charge. * 


Dealer now liable for 

sales tax in Tennessee 

TENNESSEE HAS revised its sales tax law 
to make the seller specifically liable for 
the tax. Prior to the enactment of the 
1957 amendment, the law placed the 
legal incidence of the tax on the con- 
sumer, from whom the dealer was re- 
quired to collect the tax. As the law is 
now constructed, the dealer may collect 
the tax from the consumer as far as 
possible, but he bears the legal inci- 
dence of the tax himself. vx 
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When not to go to the Tax Court: advantages 


and procedures in going to the district court 


by WALTER H. BEAMAN 


There is a wealth of published material on how to bring a case in the Tax Court, 


but the tax man contemplating tax litigation in the district court or Court of 


Claims finds little specifically directed to the conduct of tax cases in those courts. 


When Walter H. Beaman, New York attorney, recently lectured on this subject 


before Professor Mortimer Caplin’s tax class at the University of Virginia Law School, 


we asked him to develop his notes into the following article. We bring you here 


his comments on choosing between the Tax Court and other forums and on the 


progress of the litigation from the time of the agent’s examination. 


WwW" FACED WITH proposed deficien- 
cies in income, estate, and gift tax- 
es, the taxpayer has an election to liti- 
gate his case either in the Tax Court or 
the district court. He must make up his 
mind in the 90-day period during which 
it is permissible to file a petition with 
the Tax Court. In making this choice he 
should consider several factors. 


Financing the suit 

The litigation in the Tax Court takes 
place prior to payment of the proposed 
deficiency. In the district court, the tax- 
payer sues to recover a tax which has 
already been paid. If the deficiency in- 
volves a large amount and the taxpayer 
has a good chance of winning, the Tax 
Court may be the preferable forum, 
since success there does away with the 
necessity for raising the money to pay 
the deficiency. 

Sometimes the amount involved may 
be so great that it is impossible for the 
taxpayer to pay the deficiency and sue 
in the district court. In such instances 
the taxpayer will ordinarily resort to the 
Tax Court. In a few cases, however, tax- 
payers having obtained adjudications in 
the district court by paying a portion of 
the deficiency and basing suit on a claim 
for refund of the portion paid. Bush- 
miaer, 230 F.2d 146, (CA-8, 1956); Sir- 


ian Lamp Co., 123 F.2d 776 (CA-3, 
1941). 

Does this mean that a taxpayer can in 
any case safely bypass the Tax Court 
and obtain a district court adjudication 
merely by making a nominal payment 
and claiming refund of the sum paid? 
There are two reasons for a negative 
answer to this question. First, the Bush- 
miaer case, which runs counter to a long 
tradition of administrative practice and 
interpretation, will doubtless be resisted 
by the Government, and possibly over- 
turned. See Rudick & Wender, Annual 
Survey of American Law — Federal In- 
come Taxation, 32 N.Y.U. L. Rev. 751 
(1957). Second, and more important, the 
District Director will not stand idle un- 
til the district court acts, but will exer- 
cise his powers of levy and distraint to 
collect the unpaid portion of the assess- 
ment. The summary nature of the reme- 
dies provided by Sections 6331 to 6344 
remove any advantage that a solvent tax- 
payer might seek to wrest from Bush- 
miaer. The district court cannot inter- 
fere with the collection process by an 
injunction (Section 7421). 


Jury trial 
In the Tax Court, the trial is held by 


a single judge who decides both the law 
and the facts. In the district court a jury 


is available at the request either of the 
taxpayer or the Government (Section 
2402, Title 28 USC). 


Flexibility of procedure 


Procedure in the Tax Court is gov- 
erned by a few statutory directions (Sec- 
tions 7451 to 7463) and the rules pro- 
mulgated by the court. The procedure 
in the district courts is governed by the 
Federal Rules of Civil Procedure, which 
have been elaborately litigated. The 
Federal Rules provide for discovery, a 
procedure not available in the Tax 
Court. Rules of evidence in the two 
courts are now theoretically the same 
since the passage of 1954 Code Section 
7453. In practice, however, the pudges of 
the district courts pay much more atten- 
tion to the law of evidence than do the 
Tax Court judges. Pretrial procedure in 
the district court also 
very formalized type of presentation 
which will not be met in the Tax Court. 


may involve a 


Decisional law 


In certain areas, the Tax Court has 
taken a view of the law which conflicts 
with that of certain district courts and 
courts of appeal. In such cases it may 
be to the taxpayer’s advantage to avoid 
the Tax Court. This is particularly true 
where the Court of Appeals for the tax- 
payer’s circuit has adopted a favorable 
view on a certain point, but the Tax 
Court persists in preferring a different 
view, though it is aware that it will be 
reversed upon appeal. See Lawrence, 27 
TC No. 82. In such a case, the taxpayer 
should bring action in the district court, 
which is bound to follow the view ex- 
pressed by its Court of Appeals. 


No Tax Court jurisdiction 


There are, of course, certain taxes of 
which the Tax Court has no jurisdic- 
tion, e.g., stamp, manufacturers excise, 
and transportation taxes. See Section 
7442. Furthermore, in cases where the 
taxpayer’s rights arise after the tax has 
been paid (e.g., net operating loss carry- 
back cases) there is no 90-day letter and 
of course no real choice except to use 
the suit-for-refund procedure. 


The claim for refund 


The claim for refund is a jurisdic- 
tional prerequisite of suit for recovery 
of Federal taxes in the district court or 
Court of Claims (Section 7422(a), IRC 
1954; Section 3772(a)(1), IRC 1939. 


After the taxpayer has filed a claim, he 
must wait six months before bringing 
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suit upon it, unless the Commissioner 
officially rejects it before the end of that 
period. Section 6532, IRC 1954; Section 
§772(a)(2), IRC, 1939. This waiting pe- 
riod allows the Commissioner to inves- 
tigate the claim so that he may either 
pay it or prepare for trial. Felt & Tar- 
rant Mfg. Co., 283 U.S. 269. Hence it 
must be specific enough to inform the 
Commissioner of the grounds for recov- 
ery upon which the taxpayer relies. See 
Regs. Section 301. 6042-2(a)(1). 

Section 6511(b), IRC 1954, makes it 
illegal for the Commissioner to make 
any refund, no matter how justly de- 
served, after the period of limitations on 
filing of claims has expired, unless dur- 
ing that time a proper claim was filed. 
See Regs. Section 301.6402-2(a)(1). 

The taxpayer has three years from the 
filing of his return to claim refund on 
the ground that he has made an error. 
If he is claiming refund of a deficiency 
payment made more than one year after 
the return was filed, he has two years 
from the making of the payment to 
claim refund (Section 6532). If within 
the permitted period he files a claim, 
but brings suit on a ground not specified 
in that claim, there is a variance, which 
is fatal to the complaint. See Ronald 
Press Co., 114 F.2d 453 (CA-2). If the 
statute of limitations has run, he cannot 
correct this situation by filing an amend- 
ed claim prior to commencing his suit, 
because the suit would be based upon a 
claim filed out of time. Amendments of 
this nature do not relate back to the 
time when the original claim was filed. 
The second claim is therefore “no more 
than an untimely demand” (Andrews, 
302 U.S. 517), and the court has no jur- 
isdiction of a suit based upon it. 

The fatal variance just mentioned oc- 
curs when the original claim is specific 
and the attempted amendment shifts 
completely to a totally different ground 
for refund. Garbutt Oil Co., 302 US. 
528. Under different conditions, amend- 
ments filed after the expiration of limi- 
tations have been held _ effective. 
Memphis Cotton Oil, 288 U. S. 62; 
Bemis Bros. Bag, 289 U. S. 28. Gener- 
ally, the taxpayer must be able to show 
that the valid claim was discoverable by 
investigation called for in the original 
claim. 


Tax litigation in Federal courts 

Tax cases are litigated in the Federal 
courts by attorneys of the Tax Division 
of the Department of Justice. By “Fed- 
eral courts” I mean the Supreme Court, 


the courts of appeal in the 11 judicial 
circuits, the district courts and the 
Court of Claims. The Tax Court is not 
a part of the judicial branch (Section 
7441) and is not classified as a part of 
the Federal court system. See Lasky, 235 
F.2d 97 (CA-9, 1956), aff'd per curiam 
352 U.S. 1027. Litigation in the Tax 
Court is handled for the Government by 
the Chief Counsel of the IRS, rather 
than by the Justice Department. 

Taxpayer seeking refunds may choose 
to sue either in the district court or the 
Court of Claims, which is granted juris- 
diction of tax cases by Sections 1346 and 
1491 of Title 28 USC. The court sits 
only in Washington, but Commission- 
ers of the Court conduct hearings in the 
major cities to find and report the facts 
of the case. All pleadings and briefs in 
this court must be printed, and it hears 
argument much in the same fashion as 
a circuit court of appeals. 

A decision of the Court of Claims is 
subject to review only by the Supreme 
Court on a writ of certiorari. The infre- 
quency with which the Supreme Court 
grants the writ in tax cases is well 
known. Therefore if finality of decision 
is desired, the Court of Claims is an ex- 
cellent forum. 


Venue 
t of claims 
there is no venue problem. In district 
court suits, the place where the com- 
plaint is to be filed is determined by the 
identity of the defendant. If the tax- 
payer sues the United States, he will file 
his suit in the district in which he re- 
sides (Title 28 USC, Section 1402(a)). If 
he chooses to sue the District Director, 
he must do so in the district of the Di- 
rector’s residence. Since 1954, when the 
law was amended to permit a jury trial 
in suits against the United States (Title 
28 USC, Section 1346(a)(1)), there has 
been little advantage in suing the Dis- 
trict Directors, and in time all tax cases 
should show up either as suits involving 
the United States or the Commissioner, 
depending on whether they originate in 
the Tax Court or the Federal courts. 
Since a suit in the district court or 
Court of Claims seeks refund of an 
overpayment of taxes, it is appropriate 
to start with the payment of the tax. 
Normally, the 
prescribed in 


In the Tax Court and Cour 


statute of limitations 
Sections 6511 to 6514 
begins to run at that time. Within 
three years from the time the return 
was due, or within two years from the 
payment of the tax, whichever period 
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expires later, the taxpayer may file a 
claim for refund with the District Direc- 
tor to whom he paid the tax. Longer 
periods are allowed in special cases, e.g., 
bad debts, carrybacks. 

The claim is examined by the Audit 
Division of the District Director's of- 
fice and either accepted or rejected in 
whole or in part. The taxpayer is given 
an opportunity to confer with the agent 
and his superior in case rejection is pro- 
posed. An invitation for a formal hear- 
ing is also given via a 30-day letter, 
which allows the taxpayer to file a writ- 
ten protest and to demand a hearing 
before the Appellate Division. The pro- 
cedure here is essentially the same as 
that governing conferences and _hear- 
ings on a proposed deficiency. See 1955-2 
Cum. Bull. 921. 

If the claim is rejected wholly or in 
part, the taxpayer files a complaint 
in the district court or Court of Claims. 
This is the initial step in judicial con- 
sideration, and the beginning of the 
end of administrative review. The com- 
plaint must be filed within two years 
after the rejection of the claim (Section 
6532(a). Note that under the statute the 
rejection occurs when the notice is 
mailed, regardless of when (or whether) 
it is received by the taxpayer. Note also 
that registered mail is required. Infor- 
mal notification is not a statutory rejec- 
tion. 

Sometimes it happens that the Ser- 
vice fails to send out a statutory rejec- 
tion. In that case the statute on bring- 
ing suit may remain perpetually sus- 
pended. See Detroit Trust Co., 130 F. 
Supp. 815, (Ct. Cls.). However, the ab- 
sence of a rejection does not prevent 
the taxpayer from filing his complaint, 
for Section 6532 allows litigation to pro- 
ceed when six months have elapsed after 
the filing of a claim. The six-months 
moratorium is designed to allow the IRS 
to consider the claim. That feature, as 
well as a great part of the remainder of 
the refund claim procedure, is traceable 
to one of the fundamental purposes of 
the claim for refund—to give the Com- 
missioner a chance to take a last look at 
the case, and to decide whether he wants 
to litigate, compromise, or surrender. 
Unfortunately, six months is grossly in- 
adequate for that purpose under the 
present volume of revenue business, and 
administrative consideration of claims 
for refund continues at a good clip after 
the complaint has been filed. Indeed, 
the filing of the complaint, and the 
rapid approach of a trial for which 
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[Walter H. Beaman is a member of the 
Virginia and New York bars, currently 
assistant to the Tax Counsel of General 
Electric Co. in New York.] 


the Government feels itself ill prepared, 
has been known to bring the process of 
administrative consideration to a rolling 
boil which sometimes results in allow- 
ance of the claim. 

The filing of the complaint results in 
a change of opponents for the taxpayer. 
Formerly he was contending with em- 
ployees of the IRS. Thereafter he deals 
S. Attorney for the 
his case is filed, and 


chiefly with the U. 
district in which 
with a trial attorney of the Tax Division 
of the Department of Justice. Opposing 
counsel will nominally be the U. S. At- 
torney, who will enter his appearance 
in the case. However, in the usual situa- 
tion the Tax Division will do all the 
work except the signing and filing of 
pleadings. 

The filing of the complaint starts the 
following chain of procedure: 

1. The complaint is sent to the Tax 
Division and the case is assigned to a 
trial attorney. 

2. The trial attorney sends the com- 
plaint to the Chief Counsel of the IRS 
with a request for information as to the 
substance of the claim. Before doing so, 
he inspects the complaint to see if there 
are any obvious deficiencies which re- 
quire a motion to dismiss or to strike, 
but these are rarely made at this stage. 

§. The all 
concerning the claim (the “administra- 
file’’) District Director's 
Office to Washington. If investigation is 


Service transfers records 


tive from the 
not complete, or if the Chief Counsel's 
lawyers deem it insufficient, further in- 
quiry is ordered. 

4. If the preparation of the case lasts 
longer than 60 days (the time within 
which the Government must file an an- 
Rule i2(a) FRCP) the U. S. At- 
torney is requested to obtain an exten- 


swer, 


sion of time under Rule 6(b). This is 
usually handled by stipulation between 
opposing counsel, without troubling the 
court. 

5. The 


ministrative 


Chief 
file to 


Counsel sends the ad- 


the Tax Division 
attorney, with a “defense letter” digest- 
ing the case, sketching the legal prob- 
lems, and recommending defense, com- 
promise, or administrative refund. 

6. The answer is prepared and filed, 
or in lieu thereof the Government makes 
a motion to dismiss, or one of the other 
motions mentioned in Rule 12. If such 
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a motion is made the time for answer- 
ing is stayed until ten days after disposi- 
tion of the motion (Rule 12(a)). 

7. The trial attorney: prepares the 
case. If he needs additional evidence, he 
requests a supplementary investigation 
of the Chief Counsel, who sends the ad- 
ministrative file back to the field for 
further attention by the agent. 

8. Discovery. The trial attorney can 
develop evidence himself by the use of 
the discovery procedure provided in 
Rules 26 through 37. These rules pro- 
vide many means of getting at the facts, 
from simple written interrogatories, to 
a full-scale examination of witnesses be- 
fore a court reporter. It is possible to 
use them for something no more in- 
volved than establishing a date, and it 
is also possible to try an entire nonjury 
case without the presence of a judge, 
through the use of oral depositions. 

9. Pretrial. Rule 16 leaves to the Dis- 
trict Court’s discretion the matter of a 
pretrial conference. Some courts ignore 
the procedure, others build it up into 
such a formal hearing that the order 
which comes out of it greatly simplifies 
the trial, by determining issues, exclud- 
ing evidence, etc. 

10. Trial. See Rules 38-53. Govern- 
ment briefs are usually prepared by the 
Tax Division attorney. 

11. Judgment. Judgment can be ren- 
dered either after trial, or on a motion 
for a directed verdict (Rule 50), on a 
motion for summary judgment (Rule 
56), or on a motion for judgment on the 
pleadings (Rule 12(c)). Taxpayer's coun- 
sel should particularly study Rule 56 on 


summary judgment since this is a favor- 
ite tool of Tax Division attorneys. It 
dispenses with or greatly simplifies the 
trial of the case on the basis of clean cut 
issues of law, rather than unwieldy mat- 
ters of fact, as to which the advantage 
is usually with the taxpayer. 

12. Compromise. At any stage of the 
proceeding, after the complaint is filed 
and before the case has been submitted 
to the Supreme Court for decision, the 
Tax Division will talk settlement. All 
that is required is that the taxpayer 
make an offer in compromise, which, if 
accepted, will dispose of the pending 
litigation. The Government, theoreti- 
cally, at least, does not make offers; 
therefore it is up to taxpayer's counsel 
to start the compromise procedure roll- 
ing. He may do so either by approach- 
ing the U. S. Attorney or by going to 
Washington to talk with the trial at- 
torney. 


The decision on compromise 
will be greatly influenced, if not finally 
determined, by what the trial attorney 
recommends. If he recommends rejec- 
tion of the offer, it is virtually a dead 
issue at that point. If he recommends 
acceptance, the Section 
takes are had, and 
further investigation may be called for. 
The terms of the offer may be adjusted. 
In rare cases the Government makes a 
counter-offer. If the Compromise Section 


Compromise 


over. Conferences 


recommends acceptance, the case is well 
on the way to disposition, for the per- 
sons having authority for final approval 
(the Assistant Attorney General, the At- 
torney General, the Joint Committee) 
give its recommendation great weight. 


Should declaratory orders be applied to 


tax questions under new procedure code? 


[' A TAXPAYER Can get a ruling on the 
4 tax effect of a proposed transaction, 


he can proceed with fair confidence 
(see, however, the discussion in these 
columns 7 JTAX 122) of the retroac- 


tive revocations of rulings). But if the 
IRS refuses to rule, or rules adversely, 
the taxpayer has no alternative but to 
drop the transaction, or carry it out and 
litigate thereafter. 

From time to time it has been sug- 
gested that the declaratory judgment 
procedure established in many of our 
courts be extended to the tax field, so 
that taxpayers can obtain judicial re- 


view of the Commissioner’s 


position 


without risking the tax cost. The out- 
come of such a procedure would be, 
not a judgment in terms of dollars of 
tax deficiency or refund, but rather a 
declaration of the law applicable. 

The Committee on Taxation Proced- 
ure of the Taxation Section of the ABA 
is studying a possibility that this might 
be allowed under the latest draft of the 
proposed Code of Federal Administra- 
tive Procedure prepared by the Special 
Committee of the ABA on Legal Ser- 
vices and Procedure. 

The Taxation Section reported: “The 
latest available draft of the proposed 


Code of Federal Administrative Pro- 
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cedure dated April 13, 1957; has been 
reviewed by a subcommittee. This pro- 
posed Code is the work of the Special 
Committee of the American Bar Asso- 
ciation on Legal Services and Procedure. 
Procedure dated April 13, 1957, has 
been reviewed by a subcommittee. This 
proposed Code is the work of the Spe- 
Committee of the Bar 
\ssociation on Legal Services and Pro- 
cedure. 

“The Tax Court of the United States 
is expressly excluded from the applica- 


cial American 


tion of the proposed Code. However, 
the Internal Revenue Service constitutes 
The 
important respect in which the 
Internal 


in agency within its definitions. 
most 
would be 
1005(e) which 


provides for the entertaining of peti- 


Revenue’ Service 


affected would be by § 
tions for declaratory orders to terminate 
controversies or to remove uncertainties, 
and by § 1009 which provides that the 
order disposing of such a petition con- 
stitutes agency action subject to judicial 
review. Review in these instances would 
be exclusively in the District Courts of 
the United States. We that 


this would grant to taxpayers the right 


consider 


to obtain judicial review on such mat- 
ters as rulings on prospective transac- 
tions, tax-exempt status, and qualifica- 
tion of pension and profit sharing plans. 
rhere is also at least a possibility that 
the validity of regulations, as well as 
rulings of general applicability, could 
be tested by an interested taxpayer in 
the District Courts through this _pro- 
cedure. 


“The 


no definitive 


this time makes 


recommendation 


Committee at 
whether 
this is a desirable change. The proposed 
Code 


it 1S 


is still in the drafting stage and 


premature to reach any definite 


conclusions. It is, however, a matter as 
to which careful study should be given 
by all tax practitioners, and it will re- 
main on the agenda of this Committee. 
Comments will be requested at the an- 
nual meeting as to whether Section 
members approve of the proposal for 
judicial review of such declaratory orders 
as applied to internal revenue taxation 
procedures. 

“There are several other points of 
possible impact on the federal tax ad- 
ministration process. Action by the Ser- 
vice on the various types of permits 
which the Service issues in the alcohol, 
tobacco, and narcotic fields would have 
to conform to procedural requirements 
in,the Code respecting granting, revoca- 
tion, and renewal of licenses. Such ac- 


tion would also become subject to judi- 
Pro- 
the proposed Code as to 
public record of all agency proceedings 
might require that applications for rul- 
ings and data in support thereof would 
be open to the public unless the Service 
adopted a rule that all such applications 
were 


cial review in the district courts. 


visions of 


submitted and received in confi- 
denee. 

“The Service would be required to 
conform to procedural requirements in 
the promulgation of regulations and 
rulings, but since it is already conform- 
ing to the requirements of the Admini- 
strative Act in its rule-mak- 
ing process, this would not cause any 


Procedure 


appreciable change in present practice. 
Similarly, requirements of the proposed 
Code as to informal adjudications would 
require the Service to inform a_ party 
as to its decisions after audit of returns 
and final determination of tax liability 


together with a statement of reasons 
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for the decisions. Although such action 
is already required of the Service under 
the Internal Revenue Code, there is at 
least a possibility that the Service would 
be required to conform to more realistic 
standards, thus meeting one of our com- 
mittee’s objections to present practices 
in 30- and 90-day letters. 

“Every person is entitled under the 
proposed Code to benefit of counsel and 
to obtain a transcript of all testimony, 
data, or evidence in all investigatory 
proceedings. This would apply at least 
to hearings before special agents -in 
fraud cases and possibly also to other 
hearings before the Service. 

“These provisions demonstrate that 
the inclusion of all functions of the In- 
ternal Revenue Service in the proposed 


Code will result in 


some important 
changes in practice. The question 
whether such inclusion is desirable 


merits further study by the Section of 
Taxation.” 


Greater attention to procedural safeguards 


necessary to protect taxpayer 


L pee COMPLAINT that 30-day and 90- 
day letters are vague, and conse- 
quently work hardship on taxpayers, 
which was voiced by the article by Mil- 
ton W. Dobrzensky [7 JTAX 34], is un- 
doubtedly justified, writes Michael Kam- 
insky. Adding to Mr. Dobrzensky’s pro- 
test, Mr. Kaminsky, a New York City 
lawyer, writes us that the abuse he men- 
tions “is but part of a general un- 
fortunate situation, which has been giv- 
ing great concern both to the bar and 
to Congress. Indeed, there has been a 
rash of studies and investigations of 
procedural policies in the Internal Rev- 
enue Service. 

“It is, perhaps, most unfortunate that 
the practice in the tax departments has 
developed in such isolation. Tax prac- 
titioners have failed to realize that the 
problems of tax practice are basically 
the problems of practice in an adminis- 
trative agency. There has been complete 
absorption with the substantive ques- 
tions of taxation and almost complete 
disregard of procedural questions. 

“Every practitioner realizes that with- 
out adequate procedural safeguards, the 
most just of legal principles cannot be 
enforced. Said Mr. Justice Frankfurter:! 
‘the history of liberty has. largely been 
the history of observance of procedural 


safeguards.’ But the importance of pro- 


cedural safeguards has, seemingly, 
escaped the tax fraternity. Alone among 
administrative agency practitioners, the 
tax man has gone along channelling his 
efforts into substantive law, only to find 
that justice has eluded his client because 
of procedural defects. 

“The growth of our government has 
forced the delegation of tremendous 
powers to appointed officers not directly 
responsive to the will of the people. For 
better or for worse, this development 
cannot be retraced. This condition of 
modern government has created many 
problems and many dangers. It has dis- 
turbed both political and legal thinkers. 
Indeed, when the bill which became the 
Administrative Procedure Act,? was pre- 
sented in the Senate, its sponsor said 
that 


it was a bill of rights for 


hundreds of thousands of Americans 
whose affairs are controlled or regulated 
in one way or another by agencies of the 
Federal government.”? 

“The need for a ‘bill of rights’ is no 
less urgent in contacts with the taxing 
authorities than with any other adminis- 


trative agency. Nor is the ‘bill of rights’ 


1 McNabb, 318 U.S. 332, 347. 
25 U.S. C. Sec. 1001, et seq. 
3 APA: Legislative History 298. 
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of the Administrative Procedure Act less 
valid in the Internal 
connection 


with other agencies. But the Internal 


connection with 


Revenue Service than in 
Revenue Service has largely been im- 
mune from the beneficent regulatory 
effects of the Act, and from the judicial 
precedents in the field of administrative 
procedure. 

“It is directly because practitioners 
indifferent to the Ad- 
ministrative Procedure Act, to develop- 


have remained 
ments in the law of administrative pro- 
cedure, and to the stirrings of renewed 
interest in civil rights that there con- 





Pre-trial examinations of statements of 
prosecution witnesses refused. A tax- 
payer cannot compel the production of 
reports of Federal agents prior to the 
actual introduction by the prosecution 
of the agents as witnesses. Taxpayer’s re- 
liance on the Jencks decision is un- 
founded. That case merely decided that 
after the prosecution actually places a 
witness on the stand, the defense coun- 
sel, rather than the court, can examine 
such papers to determine whether previ- 
ous statements of the witness were in- 
consistent with his testimony. The gen- 
rule that the de- 
fendent is not entitled to inspect state- 


eral continues to be 
ments of prospective prosecution wit- 
nesses. Palermo, DC N. Y., 8/26/57. 


Involuntary LIFO liquidation claim not 
timely. Taxpayer involuntarily liqui- 
dated its LIFO inventories during the 
years 1942-6. It filed no elections with 
its returns in those years to come under 
the provisions permitting income tax de- 
ductions for excess replacement costs. It 
did not so elect because it did not know 
at the time whether the election would 
be beneficial or harmful taxwise. In 
1950 Congress passed a law permitting 
retroactive elections within six months 
after the returns were filed and also per- 
mitting the Commissioner to issue Regu- 
lations granting relief to hardship cases. 
Taxpayer claimed the election for 1946 
promptly after this statute was passed. 
The court holds that the statute requires 
the election within six months after the 
return and not six months after passage 
of the law, and so the taxpayer’s election 
was not timely. The court also finds 
that the Commissioner did not abuse his 
discretion in denying hardship relief. 
Aeolian Co., DC Mo., 7/8/57. 


_ New procedural decisions this month 
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tinue to be abuses in these areas. 
“There exists a minimal standard of 
fairness which we know as due process. 
To this minimal standard taxpayers are 
entitled as a matter of right. There is 
no need for regulations granted as a 
privilege. There exist legal rights en- 
forceable by law. The practitioner must 
be alert to them and must militantly 
safeguard them. The tax practitioner 
must labor valiantly to secure them for 
his clients and, in concert with the rest 
of the bar, to enlarge them as circum- 
stances indicate a need for such enlarge- 
ment.” wv 


Set-off of income tax against cabaret tax 
allowed. The taxpayer's 
operations as a sole proprietor are sub- 
ject to the cabaret tax. However, he is 
permitted to set off against the cabaret 
tax deficiency the overpayment of his 


court finds 


personal income tax resulting from his 
failure to claim the cabaret tax as a de- 
duction from gross income. Jones, DC 
Md., 7/11/57. 


District court has jurisdiction on partial 
payment of cabaret tax. Taxpayer paid 
$50 of an asserted $1,600 deficiency in 
cabaret tax the district 
court for refund. The court holds that it 
has jurisdiction on a partial payment of 
an excise tax (distinguishing the Tenth 
Circuit’s recent Flora decision) because 


and sued in 


the taxpayer does not have the option 
in this type of case of going into the Tax 
Court without paying a proposed de- 
ficiency. On the merits, the court finds 
taxpayer’s operations are subject to the 
tax. Jones, DC Md., 7/11/57. 


No exceptional circumstances shown to 
justify injunction to restrain collection 
of taxes. Deficiencies of $1,300,000 had 
been asserted against the taxpayer for 
the years 1945-53, based on taxation to 
him of the income of various trusts he 
had created. He ignored the chance to 
go to the Tax Court on the 90-day 
letter, but now sues to restrain collection 
of the tax. He alleges especially that 
he would incur $100,000 capital gains 
tax in selling securities to pay the de- 
ficiencies. The court notes that injunc- 
tions against collection of tax are 
granted only upon a showing of excep- 
tional hardship and holds the taxpayer 
has not made such showing here—he is 
fully solvent and at most suffers only the 


risk of additional financial loss on the 
sale of securities. Holdeen, DC N. Y., 
8/6/57. 


Taxpayer entitled to hearing on ques- 
tion of whether return was joint. Tax- 
payer’s 1948 return had all the appear- 
ances of a joint return except it was not 
signed by his wife. The IRS never raised 
the joint return issue, but asserted a de- 
ficiency on another issue. Taxpayer won 
in the Tax Court, but the Commissioner 
raised the question of whether he was 
entitled to the benefits of a joint return 
for the first time on a Rule 50 computa- 
tion of the tax. The Tax Court accepted 
the Commissioner’s separate return com- 
putation on the ground that the tax- 
payer could not raise a new issue in a 
Rule 50 computation. This court re- 
mands. Substantial justice requires that 
the taxpayer have a hearing on whether 
a joint return was intended. This can 
be accomplished under Tax Court Rule 
19, permitting amendments to raise a 
new issue. Polizzi, CA-6, 9/10/57. 


Judge criticizes jeopardy assessment pro- 
cedure, but denies injunction anyway. 
‘Taxpayer’s request for a temporary in- 
junction to stay a levy made under a 
jeopardy assessment against all of their 
assets including stock and merchandise 
of a going business, to be sold at a forced 
sale, is reluctantly denied by the court. 
Severely criticizing the precedent it felt 
bound to follow (Phillips, 283 U. S. 
589 (1931), upholding the constitution- 
ality of such assessments), the court in 
no uncertain terms expressed its views 
of the hardship the jeopardy assessment 
levy would bring, in all probability 
bankruptcy for the taxpayer, before a 
“competent tribunal” rules upon the 
tax question involved. It is a mere mock- 
ery, said the say that the 
statute amply protects the taxpayer in 
giving him the alternative of paying 
the assessed taxes and penalties of about 
$300,000. Kimmel, DC Fla., 4/25/57. 


court, to 


Estate can’t litigate item denied indi- 
vidual for prior year. Decedent had been 
denied a deduction for 1941 payment 
to a syndicate formed to purchase stock. 
The courts there held that the loss oc- 
curred in 1931, not upon payment of 
the debt. After the decedent’s death in 
1949 his estate, taxpayer here, brought 
suit for refund of 1942 tax on the same 
ground. The court holds that the suit 
is barred by the doctrine of collateral 
estoppel — the issues and the law are 
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the same. The technical difference that 
here the plaintiff is the estate, not the 
individual, is irrelevant—the individual 
and the estate are “in privity.” Bramer 
Estate (Kaplan, Ex’r), DC Pa., 7/30/57. 


Must pay entire tax before bringing 
suit in district court. No taxpayer may 
maintain a suit or proczeding in a dis- 
trict court for the recovery of money 
paid for taxes, untess the taxpayer has 
paid the entire tax claimed to be due; 
a partial payment of the tax does not 
meet the requirements. If a hardship 
would result by the taxpayer making the 
payment, his recourse is to bring his 
suit in the Tax Court, which was 
specially set up for this purpose in an 
attempt to relieve the district courts of 
excessive litigation. [The court does not 
discuss the recent case, Bushmaier, 230 
*.2d 146, holding that part payment is 
sufficient.—Ed.] Rogers, DC N. Y., 9/ 


/ 
24/57. 


In criminal proceeding on tax evasion 
taxpayer entitled to bill of particulars 
as to theory of prosecution. By a “short 
form” indictment, taxpayer was charged 
with evading taxes by keeping false 
books, concealing assets and filing fraud- 
ulent returns. No details of the alleged 
unreported income were given. This, the 
court notes, is a matter left to its discre- 
tion, and it concludes that the Govern- 
ment must furnish a bill stating whether 
it will rely on a proof of net worth, and, 
if so, need say no more. If it will depend 
on specific items of alleged unreported 
income, it must furnish the source and 
general nature of each. Pinto, DC Mich., 
9/20/57. 


IRS consideration of issue, untimely 
under Regulations, waived bar [Ac- 
quiescence]. Taxpayer filed timely appli- 
cations for relief for the fiscal years 
1942 to 1946 under section 722. Later, 
after the final day for filing, taxpayer 
amended the application incoporating a 
new ground for relief for all years under 
Section 722(b)(4). Although the Com- 
missioner stipulated that taxpayer was 
entitled to relief under Section 722(b)(4), 
he contended the amended claims were 
filed too late. The court points out how- 
ever, that the requirement that new 
grounds for relief be timely filed was in 
the Regulations, not the law, and the 
Commissioner’s action in considering 
the amended claims on the merits’ effec- 
tively waived compliance with such re- 
quirements. The relief is granted. Eisen- 


stadt Mfg Co., 28 TC No. 24, acq. IRB 
1957-32. 


Statute on refund runs only after ex- 
ecutor knew refund was due. Decedent 
died in 1947. Included in the estate’s 
assets were certain anticipated income 
tax refunds. In 1950, the estate tax was 
paid. A deficiency was assessed and in 
1952 some $2,000 in additional estate 
taxes was paid. Later that same year, the 
government determined that, far from a 
refund being due the estate on account 
of the decedent’s overpayment of taxes, 
an additional income tax liability had 
been owing by the deceased taxpayer. 
This deficiency was also paid in 1952. In 
1955, a claim for an estate tax refund 
based on the liability for additional in- 
come taxes owed by the decedent was 
filed by the executor. The Commissioner 
allowed a refund only to the extent 
of the $2,000 paid during the three-year 
period preceding the filing of the claim; 
the remainder of the claim, he con- 
tends, for refund of estate taxes paid in 
1950, is barred by the three-year statute 
of limitations. The court holds that the 
statute of limitations did not begin to 
run until the assessment of additional 
income taxes in 1952, and that conse- 
quently the refund claim was timely and 
to be allowed in full. Reeves Estate, DC 
Pa., 3/22/57. 


Prior judgment on predecessor’s closing 
inventory estops litigation on opening 
inventory. Taxpayer claimed on a con- 
solidated return the loss of a subsidiary 
on inventory abandoned. The Commis- 
sioner contended that the value of the 
inventory at the beginning of the year 
was overstated. At the beginning of the 
year this particular subsidiary had been 
owned by another (unrelated) corpora- 
tion and the value of its closing inven- 
tory had been litigated by its then 
parent with whom it had filed a con- 
solidated return. The value upheld then 
was the figure used by taxpayer as the 
opening inventory in consolidation. The 
court holds that the judgment in that 
litigation estopped the Commissioner 
from litigating the content and basis of 
the opening inventory. Taxpayer, being 
a successor in interest, is held bound by 
the previous judgment and it follows 
that the Commissioner is also bound. 
Seaboard Commercial Corp., 28 TC No. 
119. 


Prior decision against transferor binds 
transferee. A corporation had been held 


Effective tax procedures + 361 


liable by court decision under the 1939 
Code for the penalty tax on improper 
accumulations of surplus. The deficiency 
was assessed against taxpayer here as 
transferee. He attempted to relitigate 
the issue of liability, contending that 
Section 534 of the 1954 Code, which 
places the burden of proof on the Com- 
missioner in cases involving accumula- 
tions beyond the reasonable need of the 
business, applied to this assessment. Sec- 
tion 534 is applicable to notices of de- 
1954 
and the transferee liability here was 
assessed in 1956. Thus he argues there 
was a change in the law and res judicata 
is not applicable. The court points out 


ficiency mailed after November, 


that this argument is not relevant. The 
Commissioner is collecting a judgment, 
not arguing that a decision in one case 
is under the special rules of collateral 
estoppel (a branch of res judicata) bind- 
ing on another. Egan, 28 TC No. 113. 


Computation of interest on deferred EP 
tax. The 1939 Code permitted taxpayers 
seeking Section 722 relief to defer part 
of their excess profits tax payments 
pending a final determination of their 
extent the deferred 
amount exceeds the reduction in tax 
allowed under the claims, interest will 
be computed from the due date of the 
tax to the date of assessment or to the 
30th day after filing a waiver of the 
is earlier. Rev. 


claims. To the 


assessment, whichever 


Rul. 57-444. 


Prima facie case of transferee liability 
successfully rebutted. In 1946 taxpayer's 
parents, while solvent, transferred to her 
a house costing $10,000 and took back 
a mortgage in the amount of $7,000. It 
was never expected or intended that tax- 
payer would pay the mortgage which 
was executed solely to protect the prop- 
erty from irresponsible acts of her hus- 
band. A satisfaction of mortgage was 
executed at the time with the 
understanding that taxpayer would have 
it recorded when her husband proved 
responsible. The signed satisfaction was 


same 


recorded in 1950, at which time the 
parents were insolvent. The Commis- 


sioner asserted that taxpayer was liable 
for her parent's taxes to the extent of 
$7,000 as transferee. However, the court 
finds that the mortgage was never in- 
tended to create any real indebtedness 
and holds the daughter was not liable as 
transferee, having received no property 
from her parents during their insolvency. 
Weininger, TCM 1957-175. 
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When are the expenses of a proxy fight 


deductible by shareholder, management? 


When a minority stockholder challenges management by a proxy fight or a stock- 


holder's suit, can he deduct the costs of his fight? Whether the corporation is large 


or small, 


the amount involved millions or only hundreds, 


deductibility is of great 


importance to the insurgent. There have been only a few cases directly on this point, 


and those involving deductibility & 


expenses 


of somewhat the same nature offer 


little hope to the taxpayer. But the corporate officer on the defensive has a stronge) 


position. 


The editors of the Virginia Law Review* are currently publishing an 
& : g 


exhaustive analysis of the cases on both the tax position and the right of reimburse- 


ment from the corporate treasury. 


With their permission we bring you here, in 


brief and without the voluminous citations of the original, the portions dealing 


with the tax treatment of these expenses. 


we THE PROXY fight is not new 
on the corporate scene, the past 


two decades have witnessed increasingly 
both 
their attempt to win control. In larger 


larger expenditures by sides in 


contests, Madison Avenue firms, pro- 


fessional proxy solicitors, and full-page 
advertisements are now nor- 
to 


in a manner which for- 


newspa per 


mal means of “carrying the cause” 
the stockholder 
merly would have been carefully avoided. 
Moreover, a sizeable sum is required 


for legal counsel, accounting fees, 
5 > 


printed circulars to shareholders, and 
office and clerical expense. It has been 
that the New York Central 
fight in 1954 cost both sides a total 

$2,159,000, while Montgomery Ward set 


at $766,000 its own expense for the fight 


estimated 


with Louis Wolfson a year later. 

The notoriety and costs of these large 
hide the number of 
smaller shareholder-management battles 
which 


contests great 


are fought each year. Many of 


these never become open proxy fights 
but are terminated through capitulation 
or settlement. 


Moreover, they often in- 


volve a non-control issue. In a larger 
sense many shareholder derivative suits 
represent this same struggle, though con- 


fined to a single, non-control issue. Both 


in open proxy fights for control and 
mere derivative the shareholder 
acts through ownership of an_ invest- 


suits, 


ment in the corporation which he de- 
sires to protect or enhance. Expenses are 
always incurred. In the case of manage- 
ment they will be borne immediately, if 
not ultimately, by the corporate treasury, 
while insurgents pay first from 
their own pockets and then hope for 
eventual reimbursement from the corpo- 
ration. 


must 


I'ax litigation in this area is relative- 
ly rare. Of the reported cases, none con- 
cern the expenses of an open proxy fight, 
the bulk involving non-proxy fight or 
derivative suit Those cases 
which shed any light upon the deducti- 
bility of shareholder-managemeni fight 
expenses 


expenses. 


are not favorable to the share- 
holder. In spite of the expressed intent 
of Congress and some early dicta on the 
nonbusiness the 
courts have been very limited in apply- 
ing it to this type of expense. This has 
not been the where other types of 
property 


expense provision, 


case 


income-producing were in- 


volved, such as in the trust and partner- 
Courts justify this limited 
attitude by pointitng out that the share- 
holder’s only income-producing prop- 


ship cases. 


erty is his certificate of stock. Thus ex- 
penses guarding it, watching its 
progress on the exchange, or recovering 
it from a thief are deductible. But any 
expense incurred in reference to the real 
income-producing property which gives 
the certificate its value is out of range. 

This attitude is due to many factors. 


in 


The corporation is an entity separate 
from the shareholder, and any benefit a 
shareholder achieves through an attack 
on his management accrues to all share- 
holders. But the altruism attributed to 
the fighting shareholder is misplaced. 
It is only his own investment with which 
he is concerned. Moreover, it should not 
be necessary to interpose a third party— 
the corporation—in an intramural fight 
between two shareholder groups. The 
fact is that here the shareholders, who 
are the corporation, are split down the 
middle. Therefore, 
by either side are 


expenditures made 
not for the benefit of 
the corporation and all the shareholders 
generally. Rather, each shareholder con- 
tributes money in order to achieve what 
he considers the best plan for the pro- 
tection of his investment. 
his fellow 
benefit, 


If his plan 
shareholders will 
but this is only 
albeit necessary, 


wins, also 


an incidental, 
effect of having to act 
collectively in order to achieve victory. 
Another reason courts may take this 
attitude is the size of the expenditures. 
It is not unusual in larger fights for in- 
surgents’ expenses to equal or exceed in 
value the investment held those 
financing the uprising. Thus the ex- 
penses bear little relation to the normal 
outlay for the 


by 


management of a tax- 
payer's income producing property. 
However, this distinction is in degree 
not in kind. 

Finally, if this attitude is based upon 
the idea that proxy fights are an extra- 
ordinary event, it flies the fact of 
reality. Tax treatment lags far behind 
today’s policies of corporate democracy. 
Non-tax 


only and 


in 


decisions involving manage- 


ment-shareholder relations all encourage 
the shareholder to take a larger part in 
the affairs of his corporation. The corpo- 
rate law of reimbursement for proxy 
fight expenses is largely built around in- 
creased shareholder participation. SEC 
proxy regulations have been aimed at 


*43 Va. L. Rev. 891 (1957). Reprints of the 
entire survey are available from the Virginia 
Law Review, at $1.00 a single copy, discounts on 
quantity orders. 

1 Rev. Rul. 56-511, 1956-2 Cum. BULL. 170. The 
situation giving rise to this Ruling involved L. 
D. Gilbert, famous “professional” stockholder. 
This fact may have played a large part in the 
Ruling and its reasoning 

2 Wall Street Journal, April 8, 1957, p. 


» col. 5. 
8 Ibid. 
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aiding the shareholder in his fight for 
better management. Yet increased par- 
ticipation requires money which is not 
easily forthcoming when the risk is great 
and no tax relief is available. To a large 
extent the effectiveness of these policies 
of corporate democracy will depend on 
which 


the direction in the Treasury 


moves. 


Right to reimbursement 

[wo primary principles have governed 
the right of management or insurgents 
to reimbursement of their proxy fight 
expenditures from the corporate treas- 
ury: (1) the expenditure must be for a 
corporate purpose, and (2) it must be 
reasonable in nature and amount. As a 
test for the first principle, courts have 
adopted a rule which originated in 
London and North Western Ry., [1907] 
1 Ch. 5 (C.A. 1906): 
management to expend corporate funds 


it is illegal for 


in order to retain personal control, 
whereas it may use them in a _ policy 
contest concerning the conduct of the 
corporation’s business. 

American courts have consistently ap- 
plied the personal versus policy fight 
rule to test the legality of corporate re- 
imbursement of contest expenses. The 
policy fight test for corporate purpose 
and benefit is not entirely realistic. A 
policy which exists without reference to 
the personality creating it is rare. As 
one court has pointed out, the two are 
often impossible to separate. In addi- 
tion, it is often impossible to predeter- 
mine whether a change of policy or 
management will result in any benefit 
to the corporation. 

Although the earlier cases involved 
only management expenses, two recent 
decisions allowed reimbursement of suc- 
cessful insurgents. However, the case for 
the unsuccessful insurgents does not ap- 
pear too bright since their expense must 
be incurred for the benefit of the corpo- 
ration. Repudiated at the polls by the 
shareholders, unsuccessful insurgents find 
difficulty proving this benefit. 

The rule of corporate benefit is again 
the test when considering reimburse- 
ment for the litigation expenses of a 
shareholder who brings a derivative suit 
on behalf of the corporation. Here too, 
only the successful plaintiff-sharehoider 
defense ex- 


is eligible. Management 


penses do not fare as well. Where a 


corporate officer or director successfully 
defends a derivative suit brought against 
him have 


for m ismanagemen 1, courts 


generally refused to find sufficient corpo- 


rate benefit to justify reimbursement. 
However, there is some recent 
ment away from this position. 
The principal 1954 Code provisions 
applicable to the income tax treatment 
of shareholder-management fight ex- 
penses are Section 212 for the deduction 
of nontrade and nonbusiness expenses 
and Section 162 for the deduction of 
trade and business expenses. Section 212 


move- 


provides: In the case of an individual, 
there shall be allowed as a deduction all 
the ordinary and necessary expenses paid 
or incurred during the taxable year: 

1. for the production or collection of 
income; 

2. for the management, conservation, 
or maintenance of property held for the 
production of income; or 

3. in connection with the determina- 
tion, collection, or refund of any tax. 

Section 212’s business expense counter- 
part is Section 162, which provides: (a) 
In General—There shall be allowed as 
a deduction all the ordinary and _ neces- 
sary expenses paid or incurred during 
the taxable year in carrying on any 
trade or business. 


The shareholders 


In every shareholder-management con- 
test, either a derivative suit or an open 
proxy the share- 
holder acts through ownership of prop- 


contest for control, 
erty held for the production of income— 
his shares of stock. except 
when the owner seeks control solely for 
personal satisfaction, he enters the fight 
in order to protect this stock, enhance 
its value, or make it more productive of 


Moreover, 


income. And in the past 30 years he has 
been encouraged to do so under a grow- 
ing democracy, 
often with the aid of courts and govern- 
mental agencies. The tax treatment of 
these activities, on the other hand, has 


concept of corporate 


not been as encouraging. 

Except for the requirement of a busi- 
ness, Congress intended that the pro- 
visions for deduction of nontrade ex- 
penses be in pari materia with the pro- 
visions for business expense deductions. 
Proposed Regulations for Section 212 re- 
flect the same policy as is found in Regu- 
162: a 


under 212 must not be capital or per- 


lations for deductible expense 
sonal in nature; it must be ordinary and 


necessary; also, it must have been in- 
curred in the production of the tax- 
payer’s income or in the management, 
conservation, or maintenance of his in- 
come-producing property. In short, Con- 


gress intended to allow a deduction by 
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one not engaged in a business under the 
same limitations and circumstances as 
would apply to a taxpayer engaged in a 
business. 

At the outset the shareholder meets a 
recent Revenue Ruling which disallows 
any deduction for travel expenses in- 
curred in attending stockholders’ meet- 
ings, because these expenses are not 
proximately related to the taxpayer’s 
management of his investment.) Previ- 
ous Tax Court decisions, however, have 
allowed deductions for travel expenses 
incurred in the taxpayer's trips to other 
states or countries to inspect his income- 
producing realty. This Ruling indicates 
that the Treasury takes a more limited 
stand when the income-producing prop- 
erty is stock. 

When a shareholder, in order to man- 
age and protect his investment, incurs 
expenses with direct reference to his 
shares, the courts readily allow the de- 
duction under the nonbusiness expense 
provision. Thus, they have approved de- 
ductions for investment counsel, account 
ing and auditing fees, safe deposit box 
rentals, and clerical and office costs. In 
all these cases, taxpayer's costs directly 
involved his shares. But when the tax- 
payer, for the incurs e€x- 
pense in reference to that investment as 


same reason, 
represented by the corporate property 
and how it is managed, allowable de- 
He 


capitalize such expenses as an additional 


ductions are far more rare. must 
contribution to capital. The corporation 
is the proper party to deduct these ex- 
penses (if it has actually paid them) be- 
cause it receives the direct benefit. This 
is essentially the same theory that ap- 
proves corporate reimbursement of 
proxy fight expenditures, but here it 
works against the shareholder. 

A handful of cases have allowed the 
shareholder a deduction for expenses in 
curred in reference to the corporation 
in order to protect his investment. In 
one, Mortenson, 3 BTA 252 (1930), a 
28% shareholder took out an insurance 
policy against the loss of a ship which 
was practically the sole asset of his corpo- 
He was allowed to deduct the 
insurance premiums on the ground that 


ration. 


as a shareholder he had an interest in 
the property of the corporation and 
would sustain a loss if it were destroyed. 
The premiums were an expense of pro- 
tecting that investment. 

In E. L. Potter, 20 BTA 252 (1930); 
X-1 Bull. 90 (1931), 
the taxpayer was the president, manager, 


nonacq., Cum. 


and a large stockholder in a hotel. The 
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hotel’s mortgagee brought suit against it 
to enforce his lien, place the hotel in 
receivership, and have taxpayer removed 
from office. Although the taxpayer was 
not named as a party defendant, he was 

deduct 
the 


allowed to legal 


because 


expenses in- 


curred in defense his re- 
moval from office might jeopardize his 
the 


missioner nonacquiesced. 


investment in business. The Com- 

Finally, in Nancy Reynolds Bagley, 8 
TC 130 (1947), 1947-1 Cum. 
Bull. 1, the large stock- 
holder, was allowed to deduct legal ex- 


ac qs» 


taxpayer, a 


penses of arranging a loan from her to 
the officers of the corporation. Without 
this loan the officers would be compelled 
to sell their stock, thus depressing the 
market value with resulting injury to the 
taxpayer’s investment. 

It is particularly difficult to distinguish 
the last the 
shareholder, in order to protect his in- 


case from those in which 
vestment, incurred expenses in behalf of 
the corporation. In both of them the 
taxpayer's actions, if successful, could re- 
sult in some benefit to the corporation 
and all the shareholders generally as 
well as to the taxpayer. Moreover, they 
were not “those items of expense which 

a substantial stockholder en- 
gaged in conserving and enhancing his 
estate would ordinarily incur.” (DuPont, 
308 U.S. 488, 496 (1940) (dictum)). 

In only one case involving a share- 
contest, Straub v. 
USTC 49551 (W.D. Pa. 
1956), has a court come close to allow- 


holder-management 
Granger, 56-1 


ing a shareholder to deduct expenses in- 
curred directly in reference to the man- 
agement of his corporation. A_ share- 
holder and former corporate officer, fear- 
ing that the present management was 
embarking upon a course which would 
be ruinous to his investment, sought 
his attorney's advice on possible protec- 
tive measures. He was advised to acquire 
control of the corporation through stock 
purchases, The Commissioner contended 
that legal fees paid for this advice were 
part of the cost of acquiring stock, and 
thus were capital expenditures. But the 
court allowed deduction on the ground 
that the purpose of seeking legal advice 
— protection of investment — was con- 
trolling and not the form which the 
advice took. this decision 
seems to adhere to the line that a share- 
holder’s deductible expenses are limited 
to those incurred with reference to his 
shares and do not extend to those in- 
curred with reference to the real in- 
come-producing property behind them. 


Thus even 
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For it should be noted that once the 
shareholder entered the fight for control, 
he was denied a deduction for the spe- 
cial broker fees necessary to purchase 
the controlling stock in a manner which 
would avoid detection. The court gave 
as its reason for denial the time-honored 
rule that expenses mcurred in the pur- 
chase of stock are capital in nature. 
The recent case of Allegheny Corp., 
28 TC No. 30, may indicate a shift in 
the attitude of the Tax Court regarding 
this problem. The taxpayer, a closed- 
end investment company, owned a large 
block of stock in a railroad undergoing 
reorganization. The company expended 
$541,113.64 over a five-year period in an 
effort to introduce a reorganization plan 
which would allocate some value to the 
taxpayer’s investment. The expenses em- 
braced payments for legal advice, public 
relations, advertising, proxy solicitation, 
and other miscellaneous matters. Some 
of these expenses were incurred through 
an arrangement whereby the taxpayer 
gave the railroad with an 
agreement that the latter would use it 
only for the above purposes. The rail- 
road would repay these latter amounts 
only if the bankruptcy court made an 
allowance from which they could be 
taken. The court rejected the Commis- 
first that the ex- 
penses were capital contributions by 
a shareholder in behalf of his corpora- 
tion. It considered that the expenses 
were not incurred for the railroad but 


money to 


sioner’s contention, 


in behalf of the taxpayer in order to 
protect its investment—the stock-in-trade 
company. Thus the 
deductible as business 
expenses. The railroad was a mere shell, 
and the sums expended through it 
“could by their nature have benefited 
only the common stockholders.” The tax- 
payer gave the money to the railroad to 
be expended at the taxpayer’s bidding. 
This, plus the fact that repayment was 


of an investment 


paymen ts were 


too uncertain, was relied upon to refute 
the Commissioner's second contention 
that the latter sums were advancements 
to the railroad in the nature of loans. 
The court did not discuss the reason- 
ableness of the various amounts since 
this had been stipulated. 

Although the case does not involve a 
shareholder-maangement fight and was 
decided under the business rather than 
the nonbusiness provisions, the court 
still recognized a direct casual relation 
between the sums expended by the 
shareholder and the protection of his in- 
vestment. Logic should indicate that the 


relation would be no less direct were 
the nonbusiness provisions involved. 


The capital expense hurdle 


A large obstacle in the path of deduct- 
ing shareholder-management fight ex- 
penses is the claim that they are capital 
expenditures. This claim looms im- 
portant in a fight for control which is 
waged partly through the acquisition of 
controlling shares. But it also tied in 
with those expenses which are treated 
by the courts as expenditures for the 
benefit of all the shareholders generally. 

Much of the difficulty stems from an 
early dictum that expenses incurred 
while attempting to retain or acquire 
control of a corporation were capital in 
nature. (Laemmle, 275 Fed. 504, 506 
(S.D. N. Y. 1920)). In this case the tax- 
payer-shareholder, fighting to retain con- 
trol of the corporation, incurred attor- 
ney’s fees in settlement of a suit over the 
ownership of certain crucial stock. Thus 
the case may be distinguished as one in- 
volving the expense of defending title 
to income-producing property. However, 
the dictum was carried forward into sub- 
sequent decisions where title was not at 
issue. In Crowley, 89 F.2d 715 (6th Cir. 
1937), for instance, a minority stock- 
holder sued to enjoin a majority stock- 
holder from dissipating the corporate 
assets and from committing other acts 
of mismanagement. The suit was settled 
through an agreement whereby the ma- 
jority shareholder was to resign from 
office and sell his stock to the corpora- 
tion, thus changing the capital structure 
so that the ‘ 
gain control. Although the nonbusiness 


‘minority” shareholder would 


expense provision did not exist at that 
time, courts were allowing a_ business 
deduction for 
termed expenditures for the ‘“‘produc- 
tion of income.” Nevertheless, deduction 
of the “minority” stockholder’s legal ex- 
pense incident to the settlement was dis- 
allowed because it was incurred to gain 


what would now be 


control of the corporation and thus was 
capital in nature. 

issue in a_ re- 
cent case involving a shareholder's effort 
to block a proposed merger. (Lawrence 
v. O’Connell, 238 F.2d 476 (lst Cir. 
1956)). In order to obtain an 
vocable proxy for the votes necessary to 
defeat the merger, the shareholder ex- 
ecuted an option to purchase the stock 
covered by the proxy and paid the 
owner $50,000 for both proxy and op- 
tion. The court denied a nonbusiness 


Allocation was in 


irre- 


deduction on the ground that since the 
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option, a property interest, was a neces- 
sary part of the taxpayer’s purchase, the 
expenditure was capital’ in nature. No 
allocation was made. The Commissioner 
argued that even if the expense were not 
capital in nature it was still not ordinary 
and necessary in the management of the 
taxpayer’s investment, but the court 
never decided this point. 

\lthough courts generally regard any 
expense connected with the acquisition 
of controlling stock as capital in nature, 
they have tended in the past 15 years to 
take a deeper look into the purposes 
and motives behind stock acquisitions in 
unusual fact situations. To date, most 
of these cases which have allowed a de- 
did not shareholder- 


management contests. Straub v. Granger, 


duction involve 
supra, is possibly an exception, since the 
court distinguished between the purpose 
for which the legal advice was sought— 
protection of investment—and the form 
which that advice took—purchase of con- 
trolling shares. However, deduction of 
the special broker fees, which were 
necessary to purchase the stock secretly, 
was disallowed. Most of the cases per- 
decided 
under the business rather than the non- 


mitting deduction were also 


business expense provision. Thus, a 
corporation was allowed a business ex- 
its 


agency's stock in order to dissolve the 


pense deduction when buying 


agency whose business conduct was in- 
juring taxpayer’s reputation. The court 
said the purchase price was an ordinary 
and necessary business expense; in effect, 
it was a sum paid to cancel a contract. 
Similarly, a business expense deduction 
was permitted a corporation for legal fees 
incurred in buying the stock of a share- 
holder who was disrupting the corpora- 
tion’s business by threatening receiver- 
ship proceedings. A further line of cases 
involved purchase of stocks or bonds 
not as an investment, but as a require- 
business 
with the issuer. Here the purchase price 


ment for transacting certain 
was deductible as an ordinary and neces- 
sary business expense. 

rhe stock 
acquisition expense to protect a business 


tax treatment accorded 
should be compared with that given the 
expense of stock acquisition to protect 
an investment. The comparison indicates 
that courts do not apply the nonbusiness 
expense provision as if it were in pari 
materia with the business provision, at 
least in shareholder-management fights. 
Similarly, the courts do not appear to 
as much attention to the inten- 
tion or purpose of the shareholder in in- 


pay 


curring a nonbusiness expense as they 
do in the case of a taxpayer incurring 
a business expense. A recent unofficial 
report of the IRS attitude on this issue 
states that the Service is of the opinion 
that the aim of a proxy fight is to en- 
hance the value of the insurgent’s stock, 
and that proxy expenditures should be 
considered as an added investment in 
thee shares.” 

The question remains whether Alle- 
gheny Corp. is distinguishable 
those cases in which the taxpayer-share- 
holder’s expenses, incurred in a fight 
with management, were treated as capi- 
tal expenditures. Here there was no 
battle with management. Nevertheless, 
a shareholder still incurred expenses to 
gain other shareholders’ support in 
achieving the adoption of a plan which 
would protect his investment. If he were 
successful, all the shareholders similarly 
situated would benefit. Presumably the 
results would not affect the railroad as 
an entity apart from the shareholders. 
But, in fact, is this any different from a 
proxy fight situation? If the corporation 
is an entity apart from its shareholder 
owners, it is equally unaffected by a 
contest to determine its managers. If the 
management is poor, there is no such 
thing as a corporation distinct from its 


from 


owners suffering the result. In finding 
that Allegheny’s actions had nothing to 
do with the railroad’s operation, and 
that the taxpayer incurred expenses for 
its own benefit, the Tax Court need not 
have looked upon the railroad as a mere 
corporate shell. Finally, it is interesting 
to note that the expenses here were the 
same type as those in the usual proxy 
fight—proxy solicitation, advertising, and 
public relations. 


Expenses of officers and directors 


The corporate officer or director has a 
decided financial advantage in 
fights with shareholders. When the battle 
is one for control, he usually has access 
to the corporate treasury for immediate 
defrayal of expenses. If management 
wins, the stockholders normally approve 
all of its expenditures. Moreover, it is 
not unusual to obtain shareholder ap- 
proval even when management loses. 
Only in the derivative suit is manage- 
ment reimbursement less certain. 

Taxwise, management is also at an 
advantage. It is now well established 
that the corporate officer is, for tax pur- 
poses, engaged in the business of being 
a corporate executive. As is true with 
any business expense deduction, a quali- 


most 
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fying management expense must be or- 
dinary and necessary and be incurred in 
the course of the taxpayer’s business. 
Because of an officer’s or director's re- 
lationship to his firm, many expenses in- 
curred in the course of his business ac- 
tually accrue to the benefit of the corpo- 
ration; on this basis the Commissioner 
originally argued that an executive's ex- 
penses were not deductible. But courts 
have rejected this argument, since prac- 
tically everything a corporate executive 
does in the course of his business is for 
the benefit of the corporation. There 
exists, however, one qualification: if the 
expense is incurred on behalf of the cor- 
poration with the understanding that 
the executive is to be reimbursed, the 
expense will be treated as a loan or ad- 
vancement to the corporation and if un- 
reimbursed, must be deducted as a bad 
debt. Presumably it would be a business 
bad debt and thus deductible in full. 
However, if the executive can expect no 
reimbursement but must incur the ex- 
pense as part of the job for which he is 
being paid, then it should be deductible 
under section 162. Those shareholder- 
management fight expenses which are 
reimbursable under the corporate law 
should be treated as loans or advance- 
ments. They were incurred in a policy 
fight, and management was under a duty 
to expend reasonable sums to inform 
the the 
courage his active participation. Non- 
such as _ those 
incurred in a personal fight to retain 


shareholder of issues and en- 


reimbursable expenses, 
control, or in a derivative suit, would 
seem an ordinary and necessary expense 
of the business oi being a corporate ex- 
ecutive. 

The only decisions on management 
shareholder-management 
fights are those involving the defense of 
a derivative suit. The corporate officer 
may deduct as a business expense the 
legal fees incurred in defending or settl- 
ing stockholder suits brought against 
him for breach of his fiduciary duties. 
Moreover, it seems of no significance 
that the defense was unsuccessful. This 
should be compared with the fact that 
a shareholder-plaintiff in the same suit 
may not deduct his unreimbursed legal 
expenses. 

Whether the executive’s unreimbursed 
expenses incurred in an open proxy 
fight are an ordinary and necessary ex- 
pense of his business is an unanswered 
question. The Commissioner may con- 
tend either that proxy fights are extra- 
ordinary or that an officer, fighting a 


deduction in 
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personal battle for control, is not in 
is incurr- 
ing personal expenditures on his own be- 
half. Both are unrealistic. 
Proxy battles are not unusual in today’s 


business as an executive but 
contentions 


corporate affairs. Even the Commissioner 
cannot expect an officer or director to 
stand aside while his position and record 
under since the 
shareholders originally placed him in 


are attack. Moreover, 
control, he does not act purely for him- 
self when fighting to retain his position. 
There are always two shareholder sides 
in every However, it 
should be noted in this connection that 


proxy contest. 


where a director was involved in an 
intramural fight with the other directors 
and officers, his expenses incurred in ap- 
pealing to the shareholders to come to 
his aid were not deductible, even though 
the court assumed, arguendo, that a di- 


rector is engaged in a business. 


Expenses of the corporation 


A difficult issue of corporate deduction 
in shareholder-management fights is de- 
ciding to whom the expense actually be- 
longs. In real 
tagonists are two opposing groups of 
shareholders, while the corporation is 


many fights the pro- 


merely a nominal party in any result- 
ing litigation. Thus, where a suit be- 
tween two shareholder groups over trans- 
actions in the corporation’s stock was 
settled, the corporation was denied a 
deduction the 
legal expenses of both sides. It was not 
an ordinary 


for reimbursement of 


and necessary corporate 
expense. In Knight-Campbell Music Co. 
(155 F.2d 837 (10th Cir. 1946), a pre- 
ferred shareholder the director- 


shareholders for ultra vires acts. A judg- 


sued 


ment against the directors was obtained 
in favor of the corporation, a nominal 
defendant. In this same action, the di- 
rectors managed to place the corporation 
in receivership with resulting business 
damage. A settlement was finally reached 
whereby the directors, incurring large 
legal expenses, were able to remove the 
corporation from receivership. The cor- 
poration then cancelled its judgment 
against them. Although the corporation 
obviously benefited by this settlement, 
it was not allowed to deduct reimburse- 
ment of the directors’ legal expenses be- 
cause their primary motive in entering 
the settlement was to obtain the 
cellation of the judgment; any benefit 


can- 


which the corporation received was in- 

cidental. There was a strong dissent. 
Sometimes the only way to settle a 

fight is for one shareholder group to 
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buy out the other. These fights are 
usually quite injurious to the corpora- 
tion’s business; thus ‘the settlement 
greatly benefits the corporation. Yet 
where the corporation has paid part of 
the settlement price, either directly or 
through reimbursement, it has not been 
allowed a deduction. Such payment 
usually occurs in a deadlock between two 
equally matched shareholder groups; the 
courts look the transaction as a 
stock purchase by one group from an- 


other, with the corporation a disinter- 


upon 


ested bystander. However, where a share- 
holder has been harassing the manage- 
ment with suits, and the corporation, to 
end the harassment, buys him out, cor- 
porate deductions of expenses incident 
thereto has been allowed. In General 
Pencil Co., 3 CCH Tax Ct. Mem. 603 
(1944). But cf. Forty-four Cigar Co., 2 
BTA 1156 (1925) the corporation suc- 
cessfully deducted legal expenses in- 
curred when purchasing the stock of a 
shareholder threatening receivership pro- 
ceedings. This seemed the only means 
to prevent disruption of the business. 
In another case the corporation was 
allowed to deduct the cost of borrow- 
ing money to buy out a shareholder who 
had been harassing the corporation with 
suits to enjoin the conduct of its busi- 
ness. Here the corporation was also 
allowed to deduct the reimbursement of 
its manager’s legal expenses incurred in 
defending one of the suits. In both the 


Some end-of-the-year 
for the practitioner 


THE STOCK market continues its 


I 
I toboggan slide, the question most 
clients will be putting to their tax ad- 
visors this year end will be: Can I make 
any tax use of my unrealized losses? To 
which the answers are (1) Take losses to 
offset realized gains; (2) Take losses to 
the extent of the $1,000 offset allowed 
against ordinary income, and_ perhaps 
(3) Take losses to establish a loss carry- 
over to offset short-term gains in the 
next five years. 

Item three appeals mostly to people 
who are active in the market and have 
faced the difficulty of an unrealized 
short-term gain—they hate to take it 
and pay ordinary tax on it, yet holding 
out for six months may well mean loss of 
the gain. Many such people will seize 
the opportunity to establish a loss carry- 


actions discussed above it will be noted 
that the corporation successfully met the 
contention that its expenditures were 
capital in nature. 

There have been no cases or rulings 
regarding the corporate deductibility of 
proxy fight expenses. However, as with 
management, one of the big issues will 
undoubtedly be whether the expense is 
ordinary and necessary. Most of the 
corporation’s expenses arising out of a 
proxy fight will come either through re- 
imbursement of the contestants or 
through management withdrawals from 
the corporate treasury. In either event, 
where the expenses qualify for reim- 
bursement the proxy 
fight expense reimbursement discussed 
the deductibility 
would seem good. The expenses would 
then be incurred for the benefit of the 
corporation. Whether tax decisions will 


under rules of 


above, chances _ for 


follow these rules in the absence of any 
prior specific judicial approval is an 
open question. An unofficial report indi- 
cates that the Service regards corporate 
expenditures in proxy fights as extra- 
ordinary and thus not eligible for busi- 
ness deductions.? This attitude does not 
square with the facts of contemporary 
corporate life. Certainly these expendi- 
tures would come within the language 
of Justice Cardozo’s opinion that the 
“ordinary and necessary” standard “is 
not a rule of law; it is rather a way of 
life.” 7 


tax reminders 


over, which, you recall, is treated by the 
Code as a short-term loss in the years 
to which it is carried, no matter what 
its actual composition in the year of 
realization. 

Most capital gain and loss problems 
solve themselves when the owner’s real- 
ized and unrealized, long-term and short- 
term, gains and losses are actually com- 
puted and the tax rules applied. Re- 
member the steps in the computation 
are: 
the 
actions and determine whether they re- 


1. Aggregate long-term —trans- 
sult in a net long-term gain or net long- 
term loss. 

2. Aggregate the short-term transac- 
tions and determine whether they result 
in a net short-term gain or net short- 


term loss. Note that loss carryovers from 
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prior years are included here as short- 
term. 

3. If both are losses, $1,000 is deduct- 
ible and the balance is a carryover (a 
short-term loss) for each of five years. 
Note that there is no reduction of long- 
term transactions by 50%. 

1. If both are gains. The short-term 
net gain is treated as ordinary income, 
the long-term is taken into ordinary in- 
come at 50% or, under the alternative 
tax, taxed at the maximum of 26%. 

5. If one is gain and the other is loss, 
they are netted. If the excess is loss, it is 
$1,000 or 


with no 50% cut. If the excess is gain 
c 


deductible to carried over, 
and short-term, it is ordinary income. 
If the excess is gain and long-term, 50% 
the al- 
ternative tax, the entire amount pays 


is ordinary income or, under 
no more than 26%. 

Don't forget that a sale at a loss is 
subject to the wash sales rules; but, if 
you sell to establish a gain, you can 
safely rebuy within the 30-day period 
since the wash sales rules do not apply 
to gains. 

Sometimes investors who are relative- 
ly inactive try to take losses and gains 
in alternate years so as to pay the al- 
ternative tax (or ordinary tax on 50%) 
of the gain in one year and get full 
benefit of losses by offsetting $1,000 of 
ordinary income in the next. Certainly, 
market considerations aside, a taxpayer 
with a net realized loss of $1,000 would 
not want to take long-term gain to off- 
set it if he could take the gain next 
year and pay only the reduced tax on it. 


Increase or defer income? 


The man whose total income and ex- 
penses will be about the same in 1958 
as in 1957 will try to defer income (and 
accelerate expenses) only if he thinks 
there will be a tax cut next year. Per- 
sonally, we'll make no predictions. An 
individual in business will sometimes 
want to take a chance on rate changes 
to secure the undeniable benefits of de- 
ferring payment of taxes—sometimes the 
most practical feature of deferring in- 
come and accelerating expenses. 

Certainly anyone whose personal 
affairs will mean a higher bracket next 
year wants to accelerate income. A 
widower or divorced person who won't 
be able to file a joint return next year, 
or one who is losing his head-of-house- 
hold status wants income in this year. 
So does anyone who will have a large 
loss or heavy deductions or abnormally 


low income in 1957. On the other hand, 


it’s a good gamble to defer income to 
next year if joint return or head-of- 
household rates will apply then. 

A game that some play (though others 
think the reward in tax savings small to 
compensate for the trouble) is to itemize 
deductions in year and take the 
standard in the next. Of course, all de- 
ductions dre deferred or accelerated as 


the case may be into the year of itemiza- 


one 


tion. Not all items can be so treated how- 
ever—we'd hate to wait a year to have 
an aching tooth treated and we sup- 
pose most dentists wouldn't like to wait 
that long to be paid. 

Just as the individual tries to realize 
income in years he falls into the lower 
brackets, so a corporation whose income 
fluctuates around $25,000 tries to “use 
up” the lower bracket. Frequently it is 
just the small corporation that is hard up 
for cash and must weigh the advantage 
into a “first 


of accelerating income 


bracket” year against the disadvantage 
of hurrying the day the tax must be paid 
on that income. 

The close corporation trying to defer 
income by incurring and accruing ex- 
pense must bear in mind the two and a 
half-month rule: expense payable to 
cash basis stockholders and their family 
must be received or constructively re- 
ceived within two and a half months of 
the corporation’s year end. 

(or, 


A corporation indeed, an _ in- 


~I 
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dividual proprietorship) expecting to 
show an operating loss in 1957 has spe- 
cial problems. Frequently it wants to 
build up the loss as much as possible. 
This is true when it had profitable years 
to which the loss will be carried back to 
obtain a refund. The bigger the loss in 
1957, the larger the refund of 1955 and 
1956 taxes that can be obtained right 
now. On the other hand, if 1957 is one 
of a string of loss years (perhaps the in- 
evitable loss years at the start of what 
is still expected to be a profitable ven- 
ture in the long run) then the main 
problem is to prevent the expiration of 
a loss in the sixth year after it was in- 
curred. 1957 is the last year to use a 
loss incurred in 1952. If 1957 is also the 
year of the turning of the tide, build up 
1957 the 1952 loss and 
hope the increase in profitability will 


income to use 
provide enough income to use the 1953 
loss in 1958. 


New Year’s resolution 


Perhaps the best thing you can do 
at the year end is to resolve not to let 
next year’s tax planning go to the month 
of December. Start it in January. Most 
practitioners agree that last-minute tax 
planning is rarely perfect—there are 
always some loose ends that turn out to 
give a clue to an examining agent that 
maybe there is some ground on which 
the accrual can be denied. 


New decisions affecting individuals 


Expenses of search for new business 
allowed only if operations start. A loss 
incurred in search of a prospective busi- 
ness or investment is deductible only if 
the taxpayer actually enters into a 
transaction for profit and later abandons 
it. If the activities are purely investiga- 
tory the loss is not allowed. The IRS is 
withdrawing its nonacquiescence in 
Parker [see below.—Ed.]; there the tax- 
payer actually entered into a transaction 
for profit; his activities were more than 
mere investigation. Rev. Rul. 57-418. 


Operation was not mere investigation; 
loss allowed [Acquiescence|. Taxpayer 
investigated a mining operation owned 
by another, contributed cash and hired 
several men for about 30 days to re- 
habilitate the equipment and operate 
the mine temporarily to see whether 
further investment was warranted. The 
results were unsatisfactory and the pro- 
ject was abandoned. The court held 





taxpayer had entered into a transaction 
for profit and allowed the loss. Parker, 
1 TC No. 709, acq. IRB 1957-38. 


Hotel manager entitled to deduct travel 
and entertaining expense. A hotel man- 
received as additional 


ager compensa- 


tion 5% of any increase he could bring 
about in the business of the hotel’s cater- 
ing department over that done in the 
corresponding month of the previous 
The that under the 


arrangement it was contemplated that 


year. court finds 
taxpayer would, if needed, expend funds 
of his own for entertainment and travel 
in promotion of the catering business. 
However, due to lack of proof of ex- 
penditure, it allows the manager only 
part of expenses claimed. Romer, 28 TC 
No. 145. 


Expenses for partner’s divorce not de- 
ductible by partnership. A payment by 
a partnership for legal services in con- 
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nection with divorce proceedings against 
one of the partners is primarily a per- 
sonal expense and cannot be deducted in 
determining the partners’ distributable 
shares. The partnership’s contention that 
related to the 
partnership business in that the wife’s 


the fees were directly 


claims in the divorce action threatened 
partnership property, is rejected for lack 
of evidence of her 
business. 


direct relation of 
claim and the partnership 


Walsh Estate, 28 TC No. 149. 


divorce decree 
does not revive marriage. Taxpayer was 


A motion to vacate a 
divorced by a court decree dated Decem- 
The fact that filed a 
motion to vacate the decree on Decem- 


ber 6. his wife 
ber 29 is held not to entitle him to claim 
a marital status at the end of that year, 
the the 
effect of setting aside the divorce until 
Walsh Estate, 28 TC 


since motion does not have 


it is acted 
No. 149. 


upon. 


Joint return permissible under inter- 
locutory decree [Acquiescence]. Tax- 
payer obtained an interlocutory decree 
of divorce which did not become final 
until the following year. The court holds 
she is entitled to file a joint return with 
her husband. This decree is neither a 
final divorce nor a separation preventing 
a joint return. Calhoun, 27 TC No. 115, 
acq. IRB 1957-38. 


Purported joint return not valid in 
absence of intent to file jointly [Ac- 
quiescence}. In April 1946 taxpayer and 
her husband permanently separated and 
in 1949 they divorced. The husband 
filed “joint returns” for 1946 and 1948, 
but she signed neither. The court holds 
she is not liable for deficiencies in those 
years. Douglas, 27 TC 306, acq. IRB 
1957-29. 


Support payments not taxable to wife. 
Payments by a husband to his wife (tax- 
payer here) and daughter under a court 
order for support are held not includible 
in the wife’s income. She was not di- 
vorced or legally separated during the 
taxable year, and the payments were 
not made pursuant to a written separa- 
tion agreement nor under a court decree 
entered after 3/1/54. Clayton, Jr.. TCM 
1957-183. 


Interest on deficiencies arising out of 
business are business expense. In 1951 
taxpayer arrived at a settlement of in- 
come tax deficiencies for prior years. He 
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deducted in 1951 the full amount of the 
contingent legal fee for the settlement 
(only $1,500 was paid in that year) and 
the interest on the deficiencies (paid in 
1952). The court holds that since the 
deficiencies out of his lumber 
business the legal fee and the interest 
are business expenses, allowable as a de- 
duction in computing adjusted gross in- 
come. Further, the court finds that tax- 
payer was on the accrual basis so far as 
the business was concerned and it may 
deduct both these items even though 
they were not paid in the taxable year. 
Standing, 28 TC No. 88. 


arose 


Wife not a thief in accepting support 
money from husband; extortion pay- 
ments not a theft loss. Taxpayer was 
married in New York in 1937. At that 
time he did not know that his wife had 
been previously divorced and prohibited 
from remarrying. When he discovered 
the facts in 1945, he secured an annul- 
ment nunc pro tunc. He claimed a de- 
duction for moneys spent on his wife 
since 1937 on the novel theory that the 
payments were secured by larceny 
under false pretenses and hence con- 
stituted a theft. The Tax Court held 
that her acceptance of funds as a wife 
did not constitute a theft. This court 
agrees that taxpayer did not prove that 
her act was theft under New York law. 
Furthermore, money secured by her 
from taxpayer, after the annulment, 
through extortion, by threatening ruin 
of his business reputation, was neither 
theft nor an ordinary business expense. 
Bonney, CA-2, 8/2/57. 


Reliance upon a CPA not reasonable 
cause for failure to file declaration. 
Taxpayer said he was told by his CPA 
that because his partnership income was 
difficult to ascertain prior to the end of 
its year, it was not necessary to file an 
estimated tax declaration for 1950 dur- 
ing the year if by January 15th of the 
following year, at least 80% of the in- 
come tax was paid. Relying on that 
advice taxpayer filed an estimated tax 
return on or before 1/15/51 and paid 
an amount equal to 80% of the income 
tax liability. The court holds the failure 
to file timely declarations was not due 


to reasonable cause since the record 


failed to name or show the competency 
of the tax advisor. Penalties were up- 
held. [This is in accord with the IRS 
position (Rev. Rul. 55-292) that only the 
penalty for substantial underestimate 
was avoided by the January 15 filing of 


the return. Under the 1954 Code there 
is only one penalty based on the differ- 
ence between tax paid at each quarter 
and that finally determined. — Ed.} 
Pinkerton, 28 TC No. 101. 


Can’t claim car depreciation in addi- 
tion to exact mileage allowed. ‘Tax- 
payer, a state court judge, received six 
cents a mile for travel. He included the 
reimbursement in income, and then de- 
ducted an identical amount as actual 
expenses. In addition, he deducted $650 
as depreciation on his car which the 
Commissioner disallowed. The court up- 
holds the Commissioner on the ground 
that taxpayer had not shown the six 
cents a mile he claimed as expense did 
not include depreciation. Geer, 28 TC 
No. 112. 


Expenses of special automobile not de- 
ductible by paralytic. Taxpayer, who 
had been crippled by infantile paralysis, 
sought to deduct expenses relating to his 
specially designed automobile which he 
used to drive to and from work. In spite 
of his physical condition, the court 
denies the deduction, holding the ex- 
penses to be in essence nothing more 
than commuter’s expenses which are 
personal in nature. A claimed deduction 
for special work clothes needed because 
of the rough work he did is also denied, 
on the ground that the taxpayer was not 
required by his employer to wear any 
particular type of clothing, and the work 
clothes were of a kind adaptable to 
general wear. Donnelly, 28 TC No. 150. 


Portion of logger’s auto expense dis- 
allowed as commutation. A logger was 
employed at various successive “layouts” 
in timberlands which were 40 miles or 
more from his home. No living accom- 
modations public transportation 
were for him at the 
outs,” He used an automobile and jeep 
for the dual purpose of commuting be- 
tween his home and his work, and for 
transporting tools and equipment used 
by him in his employment. The court 
allows a deduction of auto expenses to 
the extent incurred in transporting the 
tools, but disallows that portion at- 
tributable to commuting as being a 
personal expense. Crowther, 28 TC No. 
153. 


nor 


available “‘lay- 


Illinois use tax deductible. The use tax 
imposed by Illinois on personal prop- 
erty purchased at retail is deductible by 
the consumer. Rev. Rul. 57-433. 
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NEW DEVELOPMENTS IN 


Taxation of exempt institutions + 


Tax-exempt institutions 


AND RELATED MATTERS 





Insurance group lost exemption while its 


advertising listed members’ names 


TRADE ASSOCIATION which uses its 


A 


bers faces the loss of its tax exemption. 


funds to advertise individual mem- 


[his is the moral of the story of the 
revocation and restoration of the exemp- 
tion of a local association of insurance 
agents, as related by John Taylor Bigbie, 
the National As- 
Underwriters. “Re- 
Revenue 


Associate Counsel of 
Life 


said, “‘an 


sociation of 
cently,” he Internal 
Service ruling was issued to the Har- 
lingen, Texas, Association of Insurance 
Agents refusing to grant the association 
an exemption from Federal income 
taxation. The basis of the IRS ruling 
was that the Harlingen Association used 
considerable amounts of its funds to ad- 
and _ these 
the 


members as well as the services rendered 


vertise in local newspapers, 


advertisements gave the names of 
by them. 

“The gist of the case is contained in 
the following extract from the ruling: 
‘Based upon the information before us, 
it is our opinion that you are engaged 
to a substantial extent in conducting an 
advertising program for your members 
which serves as a convenience or econ- 
the their business. 


omy in conduct of 


You are, therefore, performing particu- 
lar services for your members instead of 
engaging in activities for the improve- 
ment of business conditions in the in- 
surance agent business as a whole.’ 

“The exemption from Federal income 
tax for our agents’ associations is based 
upon Section 501(c)(6) which excludes 
the Business 


following organizations: 


leagues, chambers of commerce, real 
estate boards, or boards of trade, not or- 
ganized for profit and no part of the net 
earnings of which inures to the benefit 
of any private shareholder or individual. 

That an exempt association can do 
institutional advertising was settled by 
the case of Washington State Apples, 
Inc., 46 BTA 64. There, a non-profit 


corporation was organized by apple 
growers of the state of Washington for 
the specific purpose of advertising and 
promoting the sale of apples grown in 
that state. Advertising of the institu- 
tional type, with no individual names 
mentioned, was used to increase the de- 
mand for apples. Tax exemption for this 
non-profit corporation was upheld by 
the Board of Tax Appeals. 

Quite a different 
however, whenever an 


problem arises, 


association lists 
names of individual members in adver- 
The 
adamant in 


tising. Service appears to be 
its attitude that this alone 
is sufficient to deny tax exemption to an 
association, without any regard to the 
type and amount of advertising. 

“After the ruling in the Harlingen 
handed the National 
Association of Insurance Agents took up 


case was down, 
the matter and filed a protest with the 
IRS. In the meantime, the Harlingen 
Association ceased all advertising which 
listed its members’ names therein. A re- 
considered ruling was handed down on 
June 12, 1957, restoring Federal income 
tax exemption to the Harlingen Associa- 
tion. The following is a pertinent extract 
from this ruling: ‘It is stated, among 
other things in your protest, that the 
listing of the names of your. members 
will be deleted in any future advertising 
conducted by you. In view of this and 
the other information before us which 
shows that your activities as a whole are 
directed toward improving business con- 
ditions in the insurance agent business, 
it is now our opinion that you are en- 
titled to exemption from Federal income 
tax as a business league under Section 
501(c)(6) of the Code of 1954.’ 

“Some associations might choose to 
give up their tax-exempt status rather 
than abandon advertising listing mem- 
bers names. If so, they will want to con- 
sider these consequences: The IRS 
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would attempt to tax an association on 
a regular corporate basis, whether it’s 
actually incorporated or not. The rate 
is 30% of the first $25,000 and 52% of 
the remainder of the so-called ‘net in- 
come’ of the association, which would 
be the difference between all receipts 
from dues and otherwise, and expendi- 
tures. Tax accounting requirements 
would also be more complex, and a 
corporate tax return, Form 1120, would 
have to be filed. 

“Presumably, if an association spent 
all that it took in during a taxable year, 
then there would be no ‘net income’ re- 
maining to be taxed. This would mean 
that a surplus from one taxable year to 
the next could not be accumulated by 
the association without being subjected 
to tax. The fact also remains that the 
IRS might question deductions of a tax- 
able organization. 

“A possible alternative is to separate 
advertising so that the association pays 
only for that part of the advertising 
which does not list names of members. 
Separate advertising matter, listing 
names of members. Separate advertising 
matter, listing names of members and 
paid for by them as a cooperative effort, 
could be inserted next to the association 
advertising. 

“The advertising would be handled 
on a completely separate basis so that 
if the IRS should request to see the 
books and association, 
the association could truthfully show 
that it neither sponsored nor paid for 


records of an 


advertising which listed individual 
members’ names. 

“We cannot advise that this proce- 
dure would comply with all the current 
decisions, rulings, and views of the IRS, 
but we submit it as a possible approach 
which some of our associations might 


like to explore with local tax counsel.” 


Why committee 
recommendations fail 
in the legislature 


EDWARD CHILGREN, Chairman of the Min- 
nesota Legislative Research Commission, 
has listed four principal reasons for the 
frequent failure of committee recom- 
mendations to receive favorable legisla- 
tive recognition. For one, too little care 
may be taken in selecting committees. 
Appointment may be due not to back- 
ground or the interests of the individual 
but to political considerations. Secondly, 
committee programs may be deprived of 





370 


the session because 


leading members may 


guidance during 
run for 
defeated at the 


polls. Third, reports may get to the 


retire, 


other offices, or be 


legislature too late and be too volumi- 


ABA recommendation 
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nous to be studied. Fourth, politics, 
both partisan and personal, often leads 
legislators into a “do nothing to offend” 
policy toward any group ‘which might 
be affected by a new proposal. : 


draws attention 


to special loophole for churches 


W HEN THE American Bar Association 
voted at its recent annual meeting 
to recommend denying to religious or- 
ganizations their special exemption in re- 
spect of unrelated business income, it 
focused attention on a kind of tax loop- 
hole little appreciated by many tax prac- 
titioners: religious organizations alone 


among exempt organizations are not 


taxed on “unrelated business income.” 

In explaining how the loophole works, 
Andrew B. Young’s Committee on 
Exempt Organizations pointed out that, 
“there has been some evidence of wide- 
spread creation and operation of un- 
related business in connection with en- 
tities that are technically religious in 
character. Some of these organizations 
been lending their 


have tax-exempt 


status to many devices that can be de- 


scribed as ‘bail-outs’ in some cases and 
outright unfair competition for taxable 
commercial and industrial enterprises in 
other cases. The increasing publicity that 
has been accorded these devices has 
caused general uneasiness on the part of 
many religious organizations in that they 
may be unjustifiably associated in the 


public mind with these marginal re- 
ligious business organizations.” 

What the committee proposed to do, 
the report continued, does not consider 
the broad question whether the permis- 
sion given churches by the Internal Rev- 
commercial 


activities is or is not in the public in- 


enue Code to engage in 
terest, nor does the proposed amend- 
ment attempted to impose taxation upon 
such businesses so long as they represent 
an investment by the organization in- 
volved of its own funds as distinguished 
from a transaction where the organiza- 
tion’s participation is of a “bootstrap” 
variety. It does, however, propose to per- 
mit the taxation of either the conduct 
of an active business or the receipt of 
rents from so-called business leases if and 
to the extent that the exempt organiza- 
tion acquired its proprietary interest in 
the business or the realty with funds 
other than its own. It does not intend to 


impose tax on cases where such organiza- 


tions invest their own funds in real 
estate or securities for rental purposes. 
The treatment proposed with respect to 
so-called business leases is identical with 
the treatment presently accorded all 
other exempt organizations in such cases, 
and the treatment with respect to the 
active conduct of an unrelated business 
is a reflection of the same philosophy 
the accorded to 
“business leases generally.” This amend- 
ment does not attempt to solve the diff- 


cult technically 


as is in present law 


problem as to what 


New decisions on 


constitutes a “church” under the present 
law, a problem that is as yet unsolved 
by regulation. 

Debate on whether the Bar Associa- 
tion should approve this recommenda- 
tion for new legislation was extended 
and at times revealed strong feelings. 
Thomas Tarleau of New York, former 
Chairman of the Section of Taxation, a 
widely respected student of taxation, 
spoke for the opposition, believing that 
it was not the function of the Section, 
and probably not of the Association, to 
recommend on a question so deeply 
reoted in public policy as taxation of 
activities of religious organizations. How- 
ever, the House of Delegates of the ABA 
did vote approval of the recommenda- 
tion. Reports from the meeting indicate 
that relied 
heavily on the fact that the proposal 
affected only non-religious activity, and 
that those principally affected would be 
the promoters who sought to use the re- 


those voting to approve 


ligious organization’s tax-exempt status 
for purposes of individual gain. 


exempt institutions 





Excess contributions can’t be taken as 
business expense. Taxpayer-corporation 
had been allowed the maximum amount 
as contributions and the court holds that 
it could not deduct the excess over the 
5%, limitation as ordinary and necessary 
business expenses. The donations were 
made to charitable organizations. West- 


ern Products Co., 28 TC No. 148. 


Visiting nurses, full time with city, not 
employees for electing Social Security. 
If two-thirds of the employees of a 
charitable elect, the 
waive its exemption 
from social security tax. The IRS rules 
on the status of certain Visiting Nurses 
who also perform service for the city. 
Those who serve the city full time are, 
it holds, employees of the city and may 
be counted the waiver election. 
Those who serve the city part time and 
the Visiting Nurse Association part time, 
are employees of both and are to be 
counted for the waiver election. Rev. 
Rul. 57-300. 


organization or- 


ganization can 


for 


Non-profit group to get jobs for older 
men not charitable. The IRS rules that 
no deduction is allowable for contribu- 
tions to a non-profit organization de- 
voted to getting jobs for older men who 
have been responsible executives. These 


activities are not charitable; the group 
is essentially an employment service for 
its members. Rev. Rul. 57-297. 


Cemetery tax exempt despite income 
from outside investments. The Commis- 
sioner denied taxpayer’s claim that it 
was tax exempt on the ground that it 
had the ability to invest its trust funds 
make 
the like. 
The court finds that the taxpayer was 
the benefit of the lot 
fide 
that no part of the net earnings enured 


in outside investments and to 


sales of memorial stones and 
organized for 
owners for bona burial purposes; 
to any private person or shareholder; 
that the sales were necessarily incident 
to its chartered purpose, and that the 
corporation was thus exempt under the 
statute. Resthaven Memorial Park 
Cemetery Assn. DC Ky. 6/29/57. 


and 


Deduction allowable for gift of art 
despite retention of possession. The IRS 
rules on the income tax treatment of a 
gift of less than the entire property in- 
terest in an object of art to a charitable 
or educational organization for which a 
deduction is ordinarily allowable. If the 
donor retains the right to possess the 
object during his lifetime, the deduction 
is limited to the present value of the 
remainder interest given away. If the 
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donot undivided fractional 


present interest and retains possession 


gives an 


during all but that fraction of each year, 
then the deduction is that fraction of 
the total value. A gift of a fractional 
undivided present interest, but with 
possession retained until the entire in- 
terest is given, is too uncertain to be 
valued. Deduction will be allowed when 
the complete transfer is effected. Rev. 
Rul. 57-293. 


Research foundation taxable on medi- 
cal photos sold, and clinical work for 
hospitals. The tax-exempt foundation 
organized for medical research operated 
a medical illustration department (fur- 
nishing medical illustrations, slides and 
prints for publication and patients’ 
records) and a clinic (furnishing electro- 
encephalographs for diagnostic study) 
for several hospitals. The hospitals, or 
the patients themselves, were billed on 
a time basis and operations were similar 
Gross 


to those of commercial services. 


receipts from these operations were 
$18x; total receipts were $24x. The 
Regulations provide that “an unrelated 
trade or business” of an exempt insti- 
tution subject under the Code to tax is 
one operated like a commercial business 
or to produce income or whase income 
is disproportionate to the tax-exempt 
activities. The businesses here involved 
meet all tests and are subject to tax. The 
Ruling notes that the 75% of gross re- 
ceipts figure does not lay down a gen- 
eral precedent; each case must be de- 
cided on its facts. [Accountants will note 
the lack of clarity in this test; the Regu- 
lations talk of disproportionate income; 
the Ruling cites only gross 


figures.—Ed.] Rev. Rul. 57-313. 


receipts 


Jury finds foundation qualifies for 
charitable deduction. In a brief report 
of the jury’s findings in which no facts 
are given, taxpayer is allowed a chari- 
table deduction. on. the. finding that his 
foundation was organized for charitable 
purposes and was not operated during 
the taxable year primarily to carry on a 
business for profit. Tellepsen, DC Tex., 


Tax exemption allowed though corpo- 
ration was technically organized for 
business. Under old Missouri state law, 
a membership corporation cannot hold 
title to real estate. Accordingly taxpayer, 
a golf and country club, was organized 
as a business corporation and among its 
by-laws was a provision for payment of 


Taxation of exempt institutions « 


dividends. The record shows, however, 
that taxpayer was intended exclusively 
for a non-profit purpose and has op- 
erated strictly within the exemption 
statute. The court, placing substance be- 
fore form, holds it tax exempt. Hillcrest 
Country Club, DC Mo., 6/28/57. 


Unreimbursed travel expenses of vet- 
erah’s group officer are charitable de- 
ductions. In Rev. Rul. 55-151 the IRS 
ruled that no would be 


allowed for the expenses necessarily in- 


deduction 


curred by an officer of an organization 
of war veterans exempt under Section 
501(c)(4). Section 170(c)(3) does allow a 
deduction for contributions to “A post 

. of war veterans (A) organized in the 
United States . . ., and (B) no part of 
the net earnings of which inures to the 
benefit of any private individual.” 
However, Rev. Rul. 55-151 had said that 
organizations exempt from tax under 
Section 501(c)(4) “Civic leagues . . . not 
organized for profit’ were not within 
the 170(c)(3). The IRS now 
modifies its prior position. Insofar as 
any organization exempt under 501(c)(4) 
also meets the test of 170(c)(3), unre- 
imbursed expenses incurred for it will 
be deductible. Rev. Rul. 57-327. 


test of 


Ford SUB Fund tax exempt. The IRS 
rules that the Fund established under 
the Supplemental Unemployment Bene- 
fit Plan of Ford Motor Company and 
United Auto Workers is tax exempt in 
any year in which contributions of the 
employer for benefits and expenses is 
85%, of the total income of the Fund. 
Spec. Rul. 2/25/57. 

Fund-raising through commercial ac- 
tivities destroys tax-exempt status. ‘Vax- 
payer was organized as a_ nonprofit 
corporation to conduct lawful forms of 
entertainment and amusement in order 
to acquire funds for the care and assist- 
ance of needy did 
operate any charitable institutions and 
its actual charitable 


children. It not 
function consisted 
individual 
doctors and institutions. The court holds 
taxpayer is not entitled to a tax exempt 
status because (1) its purpose was to 
engage in commercial activities for profit 
(generally Bingo games), and (2) the 
major portion of its contributions was 
to individual doctors who performed 
services at city-owned free baby clinics. 
Clearly those payments were nonchari- 
table. Help the Children, Inc., 28 TC 
No. 130. 


of contributions to various 
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Do You —_ 
0 
Tax Services? 


If you do, you must be bewildered by 
the mass of material crossing your desk 
each week. And acutely aware of the 
major problem of keeping abreast of 
day-to-day changes in Federal income, 
estate and gift taxes. 


Clear your desk! Send those research ser- 
vice sheets to file-NOW! In 30 minutes 
each week you get every development in 
the field of Federal income, estate and 
gift taxation—digested, analyzed and in- 
terpreted by experts through THE TAX 
BAROMETER, the tax NEWSPAPER. 


Each week it brings you in compact, 
easy-to-read, digest form, every decision 
of the Tax Court, Circuit Courts, Dis- 
trict Courts, Court of Claims and the 
Supreme Court. It gives you every Treas- 
ury Release, Revenue Ruling, I.T., T.D., 
G.C.M., Mimeograph, Regulation, Ac- 
quiesence, Appeal, Certiorari, and Tax 
Treaty—PLUS all new legislation from 
proposal to passage. 


The significance of each development is 
carefully evaluated. A considered report 
is made on its correctness in the light of 
law or prior decision. The probable ef- 
fect on unsettled issues is carefully an- 
alyzed. Detours or alternative methods, 
potential tax savings, cautionary warn- 
ings to avoid traps which might lie in 
apparently favorable decisions, are prom- 
inently featured. And—THE TAX BA- 
ROMETER’S unique three-way index 
system makes it easy for you to put your 
finger on exactly what you want in a 
matter of minutes. 


We UNCONDITIONALLY GUARAN- 
TEE its value to you. Read it for three 
months. If during that time you're not 
satisfied FOR ANY REASON WHAT- 
SOEVER, just tell us and we will refund 
at once every penny you paid us! 

Mail the GUARANTEED order form 
right now! 


Frottet—-Complett Cormage | 
" Tar bawmeler 








THE NEWSPAPER OF THE TAX PROFESSION ... 
444 Madison Avenue, New York 22, N. Y. 
Mu 8-2170 
Yes I accept your GUARANTEED OFFER. Send me THE 
TAX BAROMETER on a TRIAL BASIS for three months 
at a cost of only $11.50. It is understood that if at any time 
I am not satisfied FOR ANY REASON WHATSOEVER, 
you will refund the FULL AMOUNT paid, upon request. 


My check is enclosed* (] Bill me later 
Check here to receive free sample issue 


Firm... 


Address.... 
Rakes seenes 
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*If you ENCLOSE your check for the annual sub- 
scription price of $42 with this order, thus saving 
us the expense of billing, we will send you a com- 
plete file of all BACK ISSUES and INDICES of 
Volume 13 of THE TAX BAROMETER (from Dec. 
1, 1955) ABSOLUTELY FREE, with our compli- 
ments. Same money-back guarantee applies, of course. 
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Planning to minimize estate tax on employee 


death benefits encounters difficulties 


ie VAST MAJORITY of employees cov- 
ered under plans that provide death 
benefits will never have to worry about 
an estate tax. They won’t leave more 
than the $60,000 exemption. Also, an- 
$60,000 is 
they use the marital deduction. Still, in 


other removed from tax if 
the higher echelons, the estate tax treat- 
ment of benefits may be quite as impor- 
tant as the income tax treatment. And 
this is an area in which great differences 
in tax result can depend on unsubstan- 
tial differences in the form of benefit. A 
recent comment by the editors of the Yale 
Law Journal! researched the legislative 
history of the present rules and could 
find little justification for the distinc- 
tions. They concluded that: “The diver- 
gent treatment accorded employee death 
benefits reflects a basic equivocation in 
the estate tax. Three different approach- 
es yielding widely dissimilar results are 
presently utilized. 


Rule on includibility 


If death benefits are considered insur- 
ance within Section 2042, the proceeds 
are includible in the employee’s gross 
estate only if at death he controlled their 
disposition.” 

This rule 
payable to beneficiaries is now includ- 


obtains because insurance 
ible only if the decedent had incidents 
of ownership at his death. “If, however,” 
the editors continued, “the annuity clas- 
sification of Section 2039 is applicable, 
the employee’s gross estate includes bene- 
fits irre- 
spective of control. Death benefits fall- 
ing within neither category will at worst 


attributable to contributions 


be subject to a control test similar to 
that of Section 2042, and if current case 
law is not overruled, may in some in- 
stances be completely immune from es- 
tate taxation regardless of control or 
contributions. Adding to this confusion 
is the special category of ‘qualified plans’ 
which specifically exempts some annui- 


ties from taxation, but no insurance 
proceeds. 

“From a policy perspective little justi- 
fication for these conflicting principles 
appears. Although insurance and annui- 
ties functionally differ, this distinction 
bears no discernable relationship to any 
rationale that might underlie an estate 
tax. On the contrary, the distinction be- 
tween annuity and insurance is most 
often a matter of time and chance. Be- 
fore the terminal reserve value or some 
equivalent equals the face amount of a 
policy, the employee may possess insur- 
ance; thereafter, the proceeds constitute 
an annuity or other form of savings.” 


Qualified Plans 


The editors considered first the nu- 
merically most important type of plan— 
the plan qualifying under Section 401 of 
the Code. “The 1954 Code . . . Section 


2039(c) . . . excludes from the employee's 
gross estate the benefits attributable to 
te) 

employer contributions to ‘qualified’ 


plans. .. . It does not reach the benefits 
which reflect the employee’s own out-of- 
pocket contributions to the plan, for Sec- 
tion 2039(c) includes in his gross estate 
that value which is in the same propor- 
tion to the total benefits as the employ- 
ee’s contributions bear to the total con- 
tributions. 

“.... Whether or not a plan qualifies 
under Section 401, if the benefits pro- 
vided are considered ‘life insurance,’ the 
exemption of Section 2039(c) does not 
apply. The taxability of these benefits, 
as insurance, is determined by Section 
2042 which, according to the Regula- 
tions, does not recognize an exemption 
for qualified plans. Employees who re- 


ceive life insurance protection under 
qualified plans will thus lose the exemp- 
tion of Section 2039(c), though the pol- 
icy reasons for this result are not clear. 
... Since qualified plans can not discrim- 
inate in favor of influential employees, 


they are too costly for use primarily in 
.-. Tew 
only the highest salaried need ordinarily 
concern themselves with the estate tax; 
most employees will not possess prop- 
erty of sufficient aggregate value to in- 
cur this liability in the first instance. 
Consequently non-qualified plans will 
remain the major vehicle for compensat- 


compensating key executives . 


ing favored employees by means of death 
benefits, and in this area the estate tax 
plays a major role. 

“In the area of nonqualified plans, 
estate tax treatment of most employee 
death benefits hinges upon their identi- 
fication as either ‘annuities’ or ‘life in- 
surance’ within Sections 2039 and 2042 
respectively. Section 2039 is a compre- 
hensive attempt to subject the death 
benefit portions of survivorship annui- 
ties, or other similar contracts, to estate 
tax liability if during life the decedent 
possessed any rights to payment, such as 
retirement income, under his contract. 
This provision includes in the gross es- 
tate the value at death of all benefits in 
the proportion which the decedent’s own 
contributions bear to the total cost of 
the plan. For purposes of employee 
death benefits, contributions to the pur- 
chase price by an employer for any rea- 
son connected with the employment are 
regarded as if made by the decedent em- 
ployee himself. When employer and em- 
ployee together bear the entire cost of 
an annuity, the full value of all pro- 
ceeds is thus included in the latter's 
gross estate. And the liability of Section 
2039 is imposed whether or not the em- 
ployee had power during life to control 
disposition of the proceeds at death.” 

Incidentally, the editors noted that the 
find that contracts 
placed such restrictions around the em- 
ployee’s right to a death benefit that the 
employee’s interest was less than the 
right which would bring it within Sec- 
tion 2039. They said: “Despite the ap- 
parent breadth of Section 2039, the sta- 


courts may some 


tutory language is ambiguous and may 
fall short of its objectives. For example, 
this provision speaks of a decedent's 
‘right to receive payment’ and of bene- 
fits ‘payable’ during life. If strictly con- 
strued, this language may exclude bene- 


' The full text of this Student Comment, contain- 
ing numerous footnotes which have been omitted 
here, appeared in 66 Yale L. J. 1217 (1957). 

2 Apparently, the Code’s drafters intended to 
make Sections 2039 and 2042 mutually exclusive. 
For 2039(a) is specifically not applicable to 
amounts receivable as “insurance under policies 
on the life of the decedent.’’ But the exemption 
for qualified employee death benefits provided in 
2039(c) is stated in broad language which does 
not in terms distinguish between “annuities” and 
“insurance.” And no discernible policy reason 
appears for such a distinction, once a plan is 
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fits which prior to a decedent’s death 


were forfeitable . . . or otherwise de- 
feasible. Such benefits may not be ‘pay- 
able’ 


2039, and the decedent’s interest may be 


within the meaning of Section 
an ‘expectancy’ rather than a ‘right to 
receive payment.’ Similarly, when an 
employer does not purchase a plan from 
an insurance company and instead pays 
death benefits directly, he may not have 
made the ‘contributions’ necessary un- 
der Section 2039. Many courts were re- 
analogous arguments under 
1954 


Regulations 


ce ptive tc 


provisions 

Code. But 
emphatically reject such semantic tech- 
2039 itself 
intended to close loopholes suggested by 


governing before the 


the current 


nicalities, and Section was 


earlier cases . 
‘On the other hand, death benefits 
regarded as ‘insurance’ incur the _ less 


rigorous treatment of Section 2042. The 


touchstone for estate taxation then be- 


comes the decedent’s control over the 
policy at death and not contributions to 
cost as in Section 2039. While the pro- 
ceeds of insurance receivable by the de- 
cedent’s executor or estate are included 
in the gross estate, those receivable by 
all other beneficiaries are taxable only 
if the decedent possessed at death ‘inci- 
dents of ownership’ in the policy. This 
term refers to the insured’s [right] to. . . 
surrender or assign the policy, and to 
designate beneficiaries, as well as cer- 
tain reversionary interests. Retention of 
any incident of ownership at death will 
bring into the decedent’s gross estate the 
face amounts payable under the policies. 
But the tax liability of Section 2042 is 
easily avoided. For the proceeds of life 
tax-free to beneficiaries 


Insurance pass 


if the insured divests himself of control 
more than three years before death. And 
this the 


decedent contributed to the cost of the 


result follows whether or not 


insurance. 

‘An employee’s beneficiaries may thus 
receive the proceeds from insurance cov- 
erage purchased by the employer free of 
estate tax consequences if the employee's 
control over the proceeds is eliminated. 
\n arrangement whereby the ordinary 
incidents of ownership are divested is 


readily provided. Sometimes, however, 


qualified. Notwithstanding the apparent breadth 
of 2039(c), the Regulations limit this exempt‘on 
to only those payments ordinarily within 2039 
, (b). Proposed U. S. Treas. Reg. Section 
20.2039-2(a), 21 FED. REG. 7878 (1956). Con- 
sequently, “insurance’’ proceeds paid wnder a 
qualified plan are not exempt under 2039/c). 
since such proceeds are ordinarily taxed by 2042 
and not 2039(a) or (b). For the opposite view, 
that qualified insurance proceeds were intended 
to be exempt under 2039(c), see Cardon, Final 
Regulations Clarify Rules on Distributions Under 
Pension and ProfittSharing ‘Plans, 6 JTAX 100. 


(a) 





an employee may be unable to divest all 
control. For example, upon severance 
from employment, legislation in some 
states requires an insurance company 
providing group coverage to convert the 
individual 
contract without loss of accrued benefits. 


employee’s policy into an 
When a new policy is issued in this fash- 
ion, control formerly divested may, at 
least temporarily, return to the insured. 
Conversely, when not restrained by state 
law, employers may provide that all cov- 
erage terminates upon severance of the 
employment. In effect, the employee 
then has a power of revocation which 
he can his 
Nevertheless, such controls need not be 


exercise by leaving job. 
‘incidents of ownership’ under Section 
2042. Severance under a forfeitable plan 
may entail the employee’s loss of all eco- 
nomic benefits of the insurance and 
therefore preclude his power of revoca- 
tion from constituting an incident of 
ownership as defined by the Regulations. 
Even where state law assures the em- 
ployee of accrued benefits after sever- 
ance, advance planning may prevent the 
return of substantial control to the in- 
sured when and if a new policy is issued 
in the future. Moreover, the necessity of 
the 


‘power’ neutralizes control and militates 


leaving employment to exercise 
against an ‘incident of ownership’ con- 
struction. the 


would appear generally able to create a 


\ccordingly, employer 
plan giving life insurance coverage to 
his employees free of estate tax liability. 


Self insurance 


“However, employers may not be able 
to arrange tax-free treatment when in- 
surance proceeds are provided directly 
from their own funds and not through a 
standard insurance company. The pre- 
1954 case law suggests that death bene- 
fits paid by the employer may not be 
characterized as ‘insurance’ within Sec- 
tion 2042. And both Congress and the 
the 
under the Code. This possibility can ad- 


Commissioner leave issue clouded 
versely affect plans in which retirement 
income or other lifetime payment is a 
feature. Death benefits under such plans 
may be taxed as the survivorship portion 
of an annuity if they are not considered 
insurance. The basis of liability would 
then become contributions to cost under 
Section 2039 rather than control, and the 
ability to effect divestment would be in- 
consequential. In contrast, employees re- 
ceiving identical coverage under formal 
policies issued by an insurance company 
would face only the avoidable tax bur- 
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den of Section 2042. Moreover, if no life- 
time feature is involved, employer pay- 
ments may comprise a third category 
reached neither by Sections 2039 nor 
2042. Estate taxation of the proceeds 
would then be determined by still differ- 
ent principles. 

“On the other hand, this distinction 
between commercial and employer-paid 
insurance benefits may confer tax advan- 
tages upon employees who participate in 
qualified plans. Ordinarily, despite a 
qualified status, the proceeds of life in- 
surance under Section 
2042 and are not exempted by Section 
2039(c). But if the qualified benefits are 
paid directly by the employer, and the 
proceeds are consequently not classified 
as insurance, the employee may be able 


remain taxable 


to retain the exemption under Section 


2039(c). The preferential treatment 
thus accorded some self-administered 


plans will affect firms differently depend- 
ing upon their size. Smaller firms with 
limited financial resources must gener- 
ally operate through an insurance com- 
pany. Their employees may thus lose es- 
tate tax exemptions in situations where 
those of self-insuring firms would not. 


Beyond Sections 2039 and 2042 


“Estate taxation of employee death 
benefits is further complicated by some 
plans which fall within neither Sections 
2039 nor 2042. Death benefits lacking 
any inter vivos feature are clearly not 
subject to Section 2039. If in addition 
the arrangement contains no element of 
insurance, Section 2042 is equally in- 
applicable. Some deferred compensation 
plans fit this description, since the em- 
ployer may act merely as a repository for 
deferred employee earnings—like a sav- 
bank—while 


ings risk- 


shifting advantages. Although other sec- 


conferring no 
tions of the Code may be available to 
tax such death benefits, these provisions 
turn upon technical property law doc- 
trines which greatly impede their effec- 
tiveness. 

“For example, Sections 2033 and 2041 
respectively 


reach benefits in 


which the decedent possessed a property 


death 
interest at death or over which he re- 
tained a general power of appointment 
during life. They are inoperative, how- 
ever, unless the interest which the em- 
ployee possessed in the benefits amount- 
ed to a ‘property right’ at death. And 
property in this connection is usually 
defined as a legally enforceable right to 
payment at, or prior to, death. For this 
reason, death benefits which prior to the 
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employee’s death were forfeitable, term- 
inable or subject to the employer's dis- 
cretion may escape taxation under Sec- 
tions 2033 and 2041. On the accepted 
view, such benefits are considered mere 
‘expectancies’ and not payable under 
vested, enforceable property rights. Even 
when the employee’s expectation is 
based upon past practices and therefore 
amounts to a virtual certainty, this argu- 
ment has prevailed. 

“Death benefits are taxable under still 
other provisions which impose liability 
upon certain inter vivos property trans- 
fers: Sections 2035, 2036, 2037 and 2038. 
However, for these sections to operate, 
not only must there be property which 
transferred, and an actual trans- 

the 


can be 


fer, but decedent must have been 
the transferor as well. Obviously, oppor- 
tunities for manipulation are plentiful. 
For example, under existing law, identi- 
fication of the transferor turns upon the 
origin of the plan. If in salary negotia- 
tions the employee bargains for death 
benefits, courts correctly consider him 
the transferor, reasoning that his _per- 


formance of services actually effects the 


December 1957 


transfer of property from employer to 
beneficiaries. But when the employer 
unilaterally establishes death benefits 
and initially, though tentatively, desig- 
nates beneficiaries for his employees, the 
designation is not regarded as a transfer 
by the employee, despite the tenuous- 
ness of the distinction. Because of such 
formalistic distinctions, employees who 
receive death benefits subject to neither 
Section 2039 nor 2042 may avoid estate 
taxation altogether, even when they re- 
mained factually in control over the pro- 
ceeds at death. 

“{Sections] 2039 and 2042 .. . overlap. 
For the same plan may confer both ‘insur- 
ance’ and ‘annuity’ benefits at different 
times within a single employee’s life 
span. Accordingly, a precise distinction 
between these concepts is essential.” 


The nature of insurance and annuities 


With such important consequences de- 
pending on whether a benefit is insur- 
ance or an annuity, the editors turned 
to case law and to insurance company 
practice to determine the precise differ- 
ence. The proper test, and the one used 





On JuNE 16, the Supreme Court 
granted certiorari in Haines Estate 
(Fidelity-Philadelphia Trust Co., 
241 F.2d 690, in the 


rhird Circuit treated a combination 


Ex’r), which 
insurance-annuity purchase as equiva- 
lent to a remainder and life interest. 
At the age of 76 decedent purchased 
three single-premium life insurance 
policies. At her advanced age the in- 
surance could be purchased only in 
combination with an annuity, so 
that the total premiums paid for both 
insurance and annuity were equal to 
about 110% of the face value of the 
the 


ance policies to her children, who 


insurance. Decedent gave insur- 
were the beneficiaries of the policies 
in question. 

She retained the annuity. Reversing 
the district court, the Third Circuit 
refused to view the insurance and an- 
nuity The of 
the said, is indistin- 
guishable from a trust in which dece- 


separately. substance 


transaction, it 


dent retains a life estate. The insur- 
ance proceeds, it concluded, were 
in decedent's 
gross estate as a transfer in which she 


therefore includible 


retained the income for life. 





SUPREME COURT TO RULE ON INSURANCE-ANNUITY 


the 
court said, “is that a capital fund — 


“The substance of the matter,” 


the premium — was deposited with 
the insurance company for a guar- 
anteed annual return and repayment 
of the residue to beneficiaries on the 
death of the depositor. But for the 
insurance company’s guarantee of the 
payments, it is identical to a transfer 
in trust with the settlor taking back a 
beneficial life interest .... 

“The district court was greatly im- 
pressed with the conclusion that the 
decedent had no ownership rights in 
the death payment after the assign- 
ments. In a sense, a life tenant has 
no ownership right in the remainder. 
But possession of legal title to the 
life policy after the assignment is not 
controlling. All of Section 811(c) is 
plainly directed at inter vivos trans- 
fers where title is no longer in the 
decedent at death. Taxation is a prac- 
tical matter and the shifting of the 
economic benefits of the investment 
occasioned by the death of the dece- 
dent akin to a testa- 
mentary disposition not to be sub- 
jected to the same tax under Section 
811(c)(B).” 


is too much 








in the proposed Regulations, is that of 
Le Gierse. In this leading case, the edi- 
tors say, “the Supreme Court recognized 
the earmarks of life insurance as ‘risk. 
shifting and risk-distributing.’ The in. 
sured shifts the risk of financial loss from 
premature death the insurer who 
spreads the loss among all policy hold- 
ers. The cost of standard life insurance 
is geared to the insured’s life expec. 


to 


tancy. Upon his death prematurely, the 
face amount of the policy is paid to 
beneficiaries even though the premiums 
received by the insurer fall short of the 
amount it calculated the insured would 
pay had he lived to the anticipated date. 
This difference is loss assumed by other 
policy holders. Conversely, the insured 
while alive must incur some of the loss 
occasioned by the premature deaths of 
others; his contributions include an 
amount designed by the insurer to de- 
fray mortality costs. The remainder, less 
service charges, is ‘reserved’ toward the 
face amount due at maturity. In rare 
instances, an insured who is particularly 
long lived will contribute enough to 
meet both the face amount and requisite 
mortality costs. At this point, the face 
amount and what is called ‘terminal re- 
serve’ are equal. Terminal reserve is a 
mathematically computed variable which 
on the company’s books reflects at any 
given moment the total amount of pre- 
miums received plus interest accumula- 
tions at the assumed rate less the total 
cost of risk distribution. The terminal 
reserve figure thus represents that por- 
tion of premium payments theoretically 
aside with interest, 
will be applied to the insurer’s obliga- 


set which, accrued 
tion at maturity of the policy. This con- 
cept can be crucial in estate taxation of 
death benefits. For when terminal re- 
serve equals face amount, no further ele- 
ment of risk shifting or distributing 
exists under the policy. Thereafter, the 
proceeds are merely the return of sav- 
ings and not insurance. 

“A survivorship annuity, on the other 
hand, is not insurance precisely because 
it does not shift the investor’s risk of 
premature death to others. Rather, the 
typical survivorship annuity is designed 
to return premiums paid plus interest 
to the primary annuitant and his desig- 


nated survivor over the duration of their 


life expectancies. If both die premature- 
ly, the amount received under this con- 
tract, unlike life insurance, will neces- 
sarily be less than the amount contrib- 
uted. And the unreturned portion is re- 
tained by the insurance company for al- 
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location. among other annuitants who 
outlive their life expectancies. 


Combination plans 

“For estate tax purposes, the distinc- 
tion between insurance and annuity is 
most crucial when a death benefit plan 
both. One 
plan is the life insurance endowment 


combines features of such 
contract: it shifts from insurance to sav- 
ings after the expiration of a stipulated 
period of time. If the insured dies with- 
in this period, his beneficiaries receive 
the full proceeds of the policy. If he sur- 
vives, the face amount becomes payable 
to himself, either in a lump sum or in 
installments for life with remainder to 
The 
ment contract is priced so that by the 


designated beneficiaries. endow- 
end of the designated period, premiums 
received will equal the face amount plus 
mortality costs occasioned by the prema- 
ture deaths of similar policy holders 
within the same period. More concisely, 
the policy’s terminal reserve is designed 
to equal its face amount upon expira- 
tion of the period. Accordingly, when 
the insured dies prematurely and the 
face amount is paid to beneficiaries, the 
company necessarily has received less 
calculated the in- 
sured would pay had he lived to the end 


than the amount it 


of the period. To this extent, the plan 
is insurance, since loss from the insured’s 
premature death is shifted to the insurer 
and thereby distributed. However, once 
the insured lives beyond the specified 
date when terminal reserve equals face 
amount, the policy no longer contains 


any element of insurance. 


Instead, all 
returns by the insurance company then 
constitute accumulated savings plus in- 
terest whether payable to the insured in 
a lump sum or as a survivorship annuity. 
Thus, in a combination life insurance 
and annuity plan, the pivotal point for 
differentiating between the two is the 
date at which terminal reserve equals the 
face amount of the policy. 

\n employment relationship does 
not alter the basic ‘insurance-savings’ 
characteristics of death benefits. This is 


most apparent when death benefit plans 


are obtained by the employer from an 
insurance company. To the extent the 
plans so provided are purchased with 
contributions of the employer, they are, 
as between employer and employee, sim- 
ply compensation for the latter’s services. 
But once respective shares of the plan’s 
cost are agreed upon, the employer, in- 
sofar as the employee’s contributions are 
concerned, is merely a conduit ‘between 
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THE RELEVANT portions of this pro- 
vision state: “(a) The gross estate 
shall include the value of an annuity 
or other payment receivable by any 
beneficiary by reason of surviving the 
decedent under any form of contract 
c (other than as in- 


surance under policies on the life of 


or agreement 


the decedent), if, under such contract 
or agreement, an annuity or other 
payment was payable to the decedent, 
or the decedent possessed the right 
to receive such annuity or payment, 
either alone or in conjunction with 
another for his life or for any period 
not ascertainable without reference 
to his death or for any period which 
does not in fact end before his death. 
(b) Subsection (a) shall apply to only 
such part of the value of the annuity 
or other payment receivable under 
such contract or agreement as is pro- 
portionate to that part of the pur- 
chase price therefor contributed by 
the decedent. For purposes of this 
Section, any contribution by the de- 
cedent’s employer . . . to the purchase 
price of such contract or agreement 
shall be considered to be con- 
tributed by the decedent if made by 
reason of his employment.” 
“. . . [T]here shall be excluded 
from the gross estate the value of an 


annuity or other payment receivable 





THE CODE TREATMENT OF 


ANNUITIES—SECTION 2039 


by any beneficiary (other than the 
trust . forming part of a pension, 
stock bonus, or profit-sharing plan 
which [meets] . . . the require- 
ment of Section 401(a)(3). If 
amounts 


such 
are attributable to any 
extent to payments or contributions 
made by the decedent, no exclusion 
shall be allowed for that part of the 
value of such amounts in the propor- 
tion that the total payments or con- 
tributions made by the decedent 
bears to the total payments or con- 
tributions made. For purposes of the 
subsection, contributions or payments 
made by the decedent’s employer or 
former employer under a trust or 
plan subsection 
shall not be considered to be 


described in this 
con- 
tributed by the decedent.” 


INSURANCE-—SECTION 2042 

“The value of the gross estate shall 
include the value of all property (1) 
receivable by the executor .. . (2) 
receivable by other beneficiaries. To 
the extent of the amount receivable 
by all other beneficiaries as insurance 
under policies on the life of the dece- 
dent with respect to which the dece- 
dent possessed at his death any of the 
incidents of ownership, exercisable 
either alone or in conjunction with 
any other person 








the employee and the insurance com- 
pany. Thus, if the employer procures 
protection only against loss of earnings 
through premature death, each policy is 
in all respects life insurance. The em- 
ployer’s bargaining position as multiple 
purchaser from the insurance company 
merely lessens the cost per policy with- 
out affecting the functional character of 
the individual coverage. 

“More typically, employer and insur- 
ance company arrange combination re- 
tirement and death benefit plans. Often, 
such plans will shift from insurance to 
savings within an employee’s own life- 
time, like the standard life insurance en- 
dowment contract, raising similar prob- 
lems of classification. In an employment 
context, the pivotal point is ordinarily 
the date at which the employee expects 
to retire. If he dies prior to this date, 
named beneficiaries immediately receive 
death benefits. Should retirement age be 
reached, the employee may elect to re- 


ceive any one of several kinds of annuity 
payments. The insurance company un- 
der this type of arrangement will calcu- 
late premiums to yield an amount at re- 
tirement sufficient to meet both the an- 
nuity then taking effect and loss from 
unpaid premiums of similar policyhold- 
ers expected to die prematurely within 
the same period. In other words, termin- 
al reserve will equal face amount at or 
near the specified retirement date. Con- 
tributions on behalf of the insured thus 
defray the insurer's mortality costs as 
well as his future obligations on the 
given policy. When at retirement both 
these costs are met, the plan becomes an 
And _ the 
this 


annuity. Commissioner has 


adopted analysis—based on_ the 
terminal reserve figure—for distinguish- 
least 
when employee death benefits are, as 


ing insurance from savings, at 
here, purchased from a standard insur- 
ance company. 

“But the functional analysis also seems 
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appropriate when death benefits are 
paid directly by the employer and not 
by a commercial insurance company. 
The employer may himself finance any 
type of death benefit sold by an insur- 
ance company, whether or not he util- 
izes the bookkeeping techniques of his 
professional counterpart. Since employee 
death benefits represent compensation 
insofar as employer contributions are 
concerned, the employee’s services must, 
to that extent, earn the necessary ‘pre- 
miums’ before maturity. The employer's 
computation of ‘face amount’ is there- 
fore geared to the expected period of 
service. Accordingly, an employer pro- 
viding the typical combination retire- 
ment and death benefit plan would, 
upon an employee’s death prior to re- 
death 
ceeding the premiums earned through 


tirement age, pay a benefit ex- 
services actually performed. In this con- 
text, the plan resembles insurance. After 
retirement, on the other hand, the death 
benefit would probably represent mere- 
ly a return of the employee's accrued 
Within the 


employer's administration of his plan 


earnings. this framework, 
may more or less parallel the operations 
of a commercial insurer, depending on 
his objectives. Actuarial principles may 
the ‘face 


be utilized. For 


amount’ of the death benefit may take 


example, 


into account interest to accrue upon the 
employee’s earnings between his retire- 
ment and expected date of death. Upon 
premature death, a beneficiary would 
then 
as unearned compensation. Conversely, 


receive unearned interest as well 
long-lived employees would defray loss 
from premature death, since their earn- 
ings would contribute unexpected inter- 
est to the employer. Moreover, the em- 
ployer can even duplicate the insurer's 
‘terminal reserve’ operation by deduct- 
ing actuarially predicted mortality costs 
from projected earnings. In this man- 
ner, risk can be spread among all parti- 
cipating employees, though actuarial cal- 
culations are necessarily less certain due 
to the small sampling of individuals in- 
But 


are not essential. For the employer can 


volved. such intricate calculations 
more easily provide informal insurance 
protection by merely agreeing to pay a 
sum upon the employee’s untimely death 
which will exceed to some extent the 
amount of earnings to be allocated for 
this purpose over the employment pe- 
riod. True, the employer would have to 
assume loss occasioned by premature 
deaths as a cost of the enterprise. And 


such loss would be distributed among 
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the employer’s customers rather than the 
insured group. While the employer may 
thus not distribute loss as successfully as 
an insurance company, he nevertheless 
protects his employees against loss of 
earnings through untimely death. From 
the latter’s viewpoint, therefore, the pre- 
cise functions of insurance are fulfilled. 
the reluctance of the 
Commissioner and the courts to classify 


Consequently, 


employer-paid benefits as insurance 
seems unwarranted.” 

If this kind of analysis were to pre- 
vail, there would be little chance that 
benefits paid by a self-insuring em™loyer 
would escape estate tax because o: the 
narrow definition of insurance, arising 
from the reluctance of the courts and 
the insurance in 


benefits paid from an employer’s own 


Commissioner to see 
funds, rather than a standard insurance 
This beyond Sections 
2039 and 2042,” the editors continued, 
“may include a limited number of non- 


company. “area 


qualified, employer-paid insurance bene- 
fits which would fall within Section 2042 
but for the restrictive definition of in- 
surance. Absent a lifetime feature, these 
benefits cannot be reached as annuities 
2039. Unless the 
missioner accepts a functional definition 


under Section Com- 
of insurance, they will occupy a third 
area and may be sheltered from taxation 
by the semantic technicalities attending 
application of the terms ‘property’ and 
‘transfer.’ Moreover, these technicalities 
have improperly determined estate tax 
treatment of employee death benefits in 
that area. For considering the employ- 
ee’s ‘expectation’ at death less than a 
property right is unrealistic. Although 
an employer may theoretically forfeit 
death benefits, employee pressures re- 
strict the exercise of such power. And 
conditions of forfeiture are often sham, 


Common funds offer 


primarily concocted for tax advantages. 
More accurately, therefore, the employ- 
ee’s right vests when the plan is estab- 
lished, subject only to divestment before 
death. Similarly, the ‘transferor’ require- 
ment is unpersuasive. The employee is 
no less the economic source of the bene- 
fits when the employer names benefici- 
aries than when the appointment is his 
own. In both cases the benefits represent 
compensation to the employee, and the 
transfer is effectuated by performance 
of his services. 

“... An acute need thus exists for cor- 
relating various provisions of the Code 
into a uniform scheme for estate taxation 
Reform 
should extend to both qualified and non- 
qualified plans. The advantages of a 
qualified plan should be made available 


of employee death benefits. 


for insurance proceeds payable under a 
plan which otherwise meets the require- 
ments of Section 401. To the extent that 
Section 2039 (c) validly exempts qualify- 
ing annuities, discrimination against in- 
surance proceeds under similar plans is 
unwarranted. For nonqualified plans, a 
single principle of taxation should be 
chosen. If control is considered the bet- 
ter approach, liability under Section 
2039 should be placed upon the same 
footing. If the contribution method is 
preferred, something like the premium- 
paid test must be reintroduced for in- 
surance into Section 2042. In either case, 
the scope of both sections should be ex- 
panded to encompass those death bene- 
fits now occupying an independent posi- 
tion, closing the loopholes presently 
available for some plans. Which of these 
conflicting principles of taxation should 
ultimately The 
need for consistent estate tax treatment 


govern is debatable. 


of employee death benefits is beyond 
question.” x 


advantages for 


benefit plans of smaller companies 


: p HIGH CosT of investment service 
for the relatively small amount of 
money involved poses a serious problem 
for smaller companies setting up pen- 
sion or profit sharing funds. Tax men 
counseling smaller employers frequently 
hesitate to recommend a pension or 
profit sharing plan because they fear 
expense of administration of the trust 
fund will be so great as to destroy the 
advantages of the plan. Obviously, a 
solution to this problem is the pooling 


of many small funds and their admin- 
istration as a unit, with all the advan- 
tages of lower overhead and increased 
diversification of investment. 

Until 1955, however, this development 
was blocked by a regulation of the Fed- 
eral Reserve System (Section 17 of Reg- 
ulation F) which permitted pooling only 
if the bank was itself the trustee for all 
the funds and limited the size of each 
participant in the common fund to 
$100,000. The change in 1955 (Section 
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10(c) of Regulation F) now allows a 
bank to pool trusts for which it is an 
agent of the trustee and removes the 
dollar limitation. 

Cecil P. Bronston, Vice President of 
the Continental Illinois National Bank 
and Trust Company of Chicago, speak- 
the Mid-Winter Trust Confer- 
ence of the American Bankers Associa- 


ing at 


tion, discussed the increasing use of col- 
since this 
change, with particular reference to em- 


lective investment funds 
ployee benefit plans. The following out- 
line of his talk will help lawyers and 
accountants involved in such situations 
to understand the operation of such 
funds. “A collective investment fund for 
employee benefit plans is a trust es- 
tablished by a bank to pool the invest- 
ments of independently created pen- 


sion and profit-sharing trusts which 
have been committed to the bank’s man- 
agement for such purpose. This defini- 
tion states the essence of our subject. 
rhese trusts bear various names—pooled 
fund, investment 


trust, trust, 


and two-fund plan, to cite only four. 


group 
However, we are calling them ‘collec- 
And 


from the separate pension and _profit- 


tive trusts.’ them 


to distinguish 
sharing trusts which they are designed 
to serve, we will call the latter ‘individ- 


ual trusts’ or, ‘participating trusts.’ 


Conditions for participation 


Four essential conditions must be 
met by an individual trust, if it is to 
participate in the operation of a collec- 
tive trust. First, the individual trust 
must be qualified under Section 401(a) 
of the Revenue Code of 1954, and must 


be exempt from tax under Section 
50i(a) of that Code. Second, the spon- 
sor of the individual trust must adopt 
the collective trust as a part of the 
individual trust and specifically author- 
ize the collective investment of the funds 
of the individual trust. Third, the bank 
which operates the collective trust must 
be employed as a trustee of the individ- 
ual trust or, in some cases, as agent for 
its trustee(s). And, fourth, the bank, as 
trustee of the collective trust, must con- 
sent to the participation of the individ- 
ual trust. 

“Two main forms of collective trusts 
predominate, if we base our classifica- 
tion on the nature of the assets in which 
the funds are invested. One is the collec- 
tive trust which operates as a balanced 
fund, with one portfolio containing such 
types of assets, in such proportions, as 


the trustee of the collective trust chooses 


to acquire. Participation in such _bal- 
anced fund may be limited to pension 
trusts only, or to profit-sharing trusts 
only, or it may be open to both. The 
other is the collective trust which oper- 
ates with dual funds—the first fund be- 
ing invested in bonds and other fixed- 
income type assets, and the second fund 
being invested primarily in equities. 
Participation in such dual funds is open 
both to pension and to profit-sharing 
trusts, and the trustee of each partici- 
pating trust decides what proportion of 
its assets shall be 
fixed-income 


committed to the 
fund, or to the equity 
fund, or to both funds. 


Principal features 


“The six principal features most com- 
mon to both forms of collective trusts 
may be noted as these: 

“|. Participation is open to pension 
plans, or profit-sharing plans, or both, 
whether now in being, or whether to be 
established in the future; 

“2. Sponsors whose trusts participate 
may be corporations, partnerships, sole 
proprietorships, unions, unincorporated 
associations, or any other entities that 
can have qualified plans, and the spon- 
sors may be engaged in completely un- 
related types of activity or business; 

“3. The terms of the plans of the 
respective sponsors may be whatever is 
suitable in each sponsor's specific case, 
for each plan can retain its individual 
identity, without compromise or neces- 
sity for conformance with any other plan; 

“4. No pooling of mortality experi- 
ence is involved; 

“5. The bank, as trustee of the collec- 
tive trust, has sole responsibility for its 
management including, of course, invest- 
ment of the assets committed to the 
trust; and 

“6. Income, expenses, gain, and losses 
of the collective trust are shared by the 
participating trusts in proportion to 
their respective commitments. 

“Today's collective trusts have grown 
from yesterday's experience. They are, 
in fact, true members of the common 
trust fund family—growing, lusty off- 
shoots, with family resemblances and 
distinctions which we may well note. 

“In form, collective trusts are Cast 
largely in the image of their forebears. 
Among common trust funds, balanced 
funds predominate, but the indications 
are that dual funds will be the more 
widely used form in collective trusts. 
The family resemblance is also marked 
in the close similarities existing in day- 
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to-day operations, in investment proce- 
dures, and in accounting methods. 


Distinctions 

“However, there are real distinctions, 
One of these is in income tax treatment, 
For income tax purposes, collective 
trusts are exempt under Section 501(a) 
of the Revenue Code and are treated 
as any other qualified employees’ trust, 
in distinction from the normal common 
trust fund which derives its income tax 
status Section 584. This differ- 
ence in tax treatment results from the 
action, unnecessary in trust 
fund procedure, by which the sponsor 
of an individual trust participating in 


from 


common 


a collective trust adopts the latter as an 
integral part of the individual trust, 
and thereby makes the collective trust, 
itself, a qualified employees’ trust. If we 
are ever inclined to chafe against the 
documentary formalities that are prere- 
quisite to an individual trust’s partici- 
pation in a collective trust, we can take 
quick solace in the fact that these form- 
alities constitute the price we pay for 
the collective trust’s tax exemption. And 
a bargain it is, we'll all agree. 

“A second distinction is that collec- 
tive trusts are exempt from compliance 
with the regulations covering common 
trust funds under Section 17 of the 
Federal Reserve Board’s Regulation F. 
This was the specific purpose of the 
1955 10(c), as 
stated by the Board in its publication 


amendment to Section 


of the amendment in the Federal Regis- 
ter of May 14, 1955. The greatest sig- 
nificance of this exemption is that col- 
lective trusts are free from ceiling limi- 
tations on sums which may be invested 
by the respective participating trusts. 
“On July 6, 1956, the Service issued 
a special ruling to this effect: When 
assets of a participating trust are trans- 
ferred in exchange for units of the col- 
lective trust, the transfer constitutes a 
sale and purchase resulting in a ‘gain’ 
or ‘loss’ to the participating trust. This 
has little, if any, significance to profit- 
sharing trusts. To pension trusts, it 
means that the ‘gain’ or ‘loss’ will have 
to be taken into actuarial consideration 
although, of course, any gain is not 
Also this that, 
under certain circumstances, a_partici- 


taxable. ruling states 


pating trust’s units in the collective 
trust may be deemed to have a cost 
basis equal to the market value, on the 
exchange date, of the assets exchanged 
for such units. The net effect of this 


seems to be that gains or losses realized 
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trust, itself, will 
have no bearing on the cost basis of a 


within the collective 
participating trust’s units. 
that the 
has under consideration these two ques- 


“I understand Service now 


tions: (1) Whether a stamp tax is in- 


curred when securities are transferred 


to the collective trust by a participating 
trust, or vice versa; and (2) whether 
a stamp tax is incurred upon the issu- 
ance of units of participation by a col- 
lective trust, even formal 


though no 


certificates are issued 
Of the 


appear 


documents or to 
the 
the 


is wel- 


evidence such units. two, 


issuance tax would to be 


more burdensome, but neither 
come. Because the questions are pend- 
ing, no comment is appropriate. We 
can hope, that the 


will recognize the validity of the reasons 


however, Service 
advanced for exemption from them. 
“In general, it may be said that the 
individual trust, through participation, 
will have investment opportunities, di- 





Fireman’s pension was for disability, not 
length of service; it is nontaxable. Tax- 
payer was a member of the Cincinnati 
Fire Department. He suffered a_ back 
injury in 1930 which kept recurring. 
In 1943 he requested retirement because 
of this disability and also because of 
length of service. The Fire Department 
offered him a pension based on length 
of service, but he refused and asked for 
a court review. The court awarded him 
a pension based on disability. In deter- 
mining the taxable status of the pension, 
the 
local court that the pension is based on 
disability. Thus it is 
Doogan, DC Ohio, 7 


this court follows the finding of 
not taxable. 


2/57. 


Limitation on deduction of lump-sum 
pension plan contribution to cover prior 
years defaults. A corporation amended 
its pension plan to disqualify hourly- 
paid employees from earning further 
benefits for services rendered after 1949. 
In the same year the IRS, in auditing 
the plan, discovered that through over- 
sight taxpayer had failed to pay addi- 
tional contributions for 1943-1949 result- 
ing from increases in compensation. 
Taxpayer computed the amount in de- 
fault, some $11,000, and paid it over to 
the trustees in 1950. The trustees then 
paid out to each hourly employee the 
cash value of the policy purchased for 
him by the trust plus his share of the 


nsation decisions this month 
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versification of assets, income yields, 
and possibilities for capital growth all 
of which are normally obtainable for 
separately operated trusts of only the 
larger sizes. Let me illustrate the first 
three of these advantages with one ex- 
ample. Within the last few weeks, col- 
lective trusts able to take 
participations in privately placed loans 


have been 
to corporations having top credit rat- 
ings, with yields from 434% to 5%, 
and with adequate protection against 
call. Such investments were unavailable 
trust unless it could 
take a minimum participation of $100,- 


to an individual 
000. At the same time, public offerings 
of comparable quality provided yields 
around 414%. If the collective trust is 
one of dual funds, an added advantage 
will be flexibility of investment policy. 
And for the customer who is considering 
a variable annuity pension plan, a dual 
fund collective trust can 


be a natural 


investment medium.” 


contributions paid by the corporation to 
cover the prior year’s defaults. Tax- 
payer argued that the plan had term- 
inated as to these hourly-paid employees 
and the full $11,000 was deductible. The 
Commission’s position was that though 
these employees could earn no further 
benefits, the plan was still in existence 
and only 10% of this past cost could be 
deducted each year. The court holds the 
payment was into a pension trust and 
its deductibility is subject to the 10% 
limitation. Rose Packing Co., Inc., 28 
TC No. 118. 


Pensions of disabled employees exclud- 
able under recent Haynes case. [Ac- 
quiescence]. Payments received by a re- 
tired employee as a result of permanent 
and total disability under a company re- 
tirement and death benefit plan to 
which the employee made no contribu- 
tions are held to be excludable from 
income “received 
through accident or health insurance” 
in the light of the recent Supreme Court 
decision in the Haynes case. Jackson, 28 
TC No. 6, acq. IRB 1957-25. 


gross as amounts 


Employees’ trust “in existence” if corpus 
paid in by due date of return. The 
Service has reversed its position and now 
holds that an employees’ trust having no 
corpus on the last day of the taxable 
year will be deemed to have been in 


existence at the 
the trust corpus 


close of such year if 
is paid by an accrual 
basis employer within the time _pre- 
scribed for filing the return for the year 
(including extensions thereof). The Code 
provides that payment within extended 
time is deemed payment as of the last 
day of any year. The IRS now adopts 
the position that the payment relates 
back for the purpose of determining 
whether the trust was then in existence. 
The previous IRS position had been 
that there was no trust until there was 
actual corpus. Rev. Rul. 57-419. 


Employees’ trust created by employer’s 
note; liability deductible [Acquiescence}. 
Taxpayer executed a $20,000 demand 
promissory note to a profit-sharing trust 
on September 30, 1952, the last day of 
its fiscal year and the effective date of 
the creation of the trust. The note was 
paid within the following 60 days. The 


Commissioner determined that the trust 
was not in existence on September 30, 
1952 and that no deduction could there- 
be held that 


under New York law, an employees’ 


fore allowed. The court 
trust may validly exist prior to a pay- 
ment of cash to it; and the corpus of 
the trust is the negotiable instrument 
deemed prima facie to have been issued 
valuable consideration. Tallman 
Tool & Machine Corp., 27 TC No. 372, 
acq. IRB 1957-58. 


for a 


Credit carryover for profit sharing plans 
explained. An employer on the accrual 
basis who contributes to a qualified em- 
ployees’ profit sharing plan after the 
close of the year to which the contribu- 
tion relates and the expiration of the 
time within which the contribution will 
be allowable as a deduction for such 
taxable year, many nevertheless be en- 
titled to a “credit carryover” in the suc- 
ceeding year (the one in which the com- 
mitment is paid). Thus if in the suc- 
ceeding year the total 
exceed the primary limitation of 15% 


contributions 


of compensation of participants, then, to 
the extent they not exceed a 
secondary limitation—the lesser of (a) 
30%, of compensation of participating 
employees for such year, or (b) the 
primary limitation of 15% plus the 
“credit carryover” from prior years— 
they are deductible in that year. Rev. 
Rul, 57-378. 


do 


Plan not disqualified because pensions 
are for fixed period, not life. A plan 
will not qualify for special tax treament 


——_ 
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unless its purpose is to provide system- 
atically for definitely determined bene- 
fits payable to employees after retire- 
ment. Though such payments are usually 
for life, a plan will not be disqualified 
merely because it provides annuities 
payable for a fixed period with no life 
contingencies provided for. Rev. Rul. 


57-312. 


Joint participation by affiliated group 
in employees plan OK though outsiders 
An_afhliated 
jointly participates in a qualified profit- 


join too. group which 
sharing plan and trust may deduct con- 
tributions to the trust made by members 
of the group on behalf of each other to 
the extent provided by the plan even 
though unrelated corporations also adopt 
Rul. 


the same plan or trust. Rev. 57- 


588. 


IRS distinguishes annuity from insur- 
ance. Regulations provide that the dis- 
tribution of an annuity contract with a 
cash surrender value to an employee by 
an exempt trust is not taxable to the 
employee; however, an employee would 
be taxable on the entire cash value of 
a “retirement income, endowment, or 
life contract distri- 
buted after 10/26/56 (the date the Regu- 
lations went into effect). The Service 


othe insurance” 


now explains the difference between the 
two types of contract. Under an annuity 
contract, it says, the death benefits can- 
not at any time exceed the larger of the 
reserve or the total premiums paid. If 
death benefits can exceed these amounts 
insurance. Rev. 


the contract is one of 


Rul. 57-191. 


Determination of excludable sick pay 
for teachers on 30-day-per-month basis. 
The IRS discusses methods of determin- 
ing excludable sick pay of a teacher or 
public school system officer whose salary 
is computed on a 30-day-per-month basis. 
If sick pay benefits are received for less 
than a pay period, the amount exclud- 
able is the lesser of (1) the sick pay 
the attri- 
seven the 
waiting period requirement is applic- 


received reduced by amount 


butable to the first days if 
able, or (2) the amount determined by 
multiplying the days sick, less the ap- 
plicable waiting period, by $14.29, the 
maximum daily exclusion for an em- 
ployee paid on a _  30-day-per-month 


basis. Rev. Rul. 57-359. 


Computation of teachers’ sick pay ex- 
clusion. The Regulations provide that 


a sick pay exclusion is not allowed for 
any part of a vacation period. Conse- 
quently a teacher ill during summer or 
other vacation cannot claim an exclu- 
sion. The sick pay exclusion for illness 
during the time he would teach is to be 
computed on the basis of the working 
days during the school term. A teacher 
who performs services during a nine- 
month school term and who is paid an 
anual salary in 12 equal monthly pay- 
ments computes his daily rate by divid- 
ing annual compensation by the num- 
ber of regular working days. Rev. Rul. 
57-360. 


“Vacation pay” may qualify as exclud- 
able “sick pay.” Wages for a period of 
absence from work because of illness 
may qualify as excludable sick pay even 
though part of the illness period is re- 
flected on the employer’s records as va- 
cation leave. However, the privilege to 
use additional sick 
leave must be provided for in the plan, 


vacation leave as 
or be an established custom of the em- 
ployer, notice of which is available to 
the employee at the time of his injury 
or illness. Rev. Rul. 57-384. 


No throwback for expense of collection 
of back pay. Taxpayer agreed to take 
care of one Hunter during his remain- 
ing lifetime as an attendant and friend, 
in consideration of which Hunter agreed 
to make a will bequeathing to taxpayer 
one-fifth of his estate. Although tax- 
payer performed the services, Hunter 
died After filing a 
against the estate, taxpayer received a 
judgment for $120,000 based on a breach 
The 
holds: the $120,000 is income and not a 
bequest; and that the $50,000, which the 
attorneys withheld as their fee, cannot 


intestate. claim 


of contract by decedent. court 


be excluded from gross income but is 
to be considered as an expense incurred 
for the recovery of income. Although 
the $120,000 may be allocated as back 
pay over the years earned, the related 
legal fees of $50,000 can only be de- 
ducted in the year paid since there is no 
statutory authority for a throwback of 
expenses connected with the collection 
of the back pay. Cotnam, 28 TC No. 


105. 


Hotel manager taxed under 1939 Code 
on food and lodging furnished by em- 
ployer. At issue here are the years 1947- 
1951 old Code, 
Commissioner was taking the stand that 


when, under the the 


the convenience of the employer rule 
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applied only when there was no other 
proof that food and lodging were com- 
pensation. Taxpayer here was a hotel 
manager whose services were required on 
a 24-hour basis. He received room and 
board and it was reported on the em- 
ployer’s W-2 form as part of his salary. 
The hotel furnished the same 
allowance in respect of room and board 
to all of its other employees who lived 
in. The court holds the value of the 
food and lodging furnished constitutes 
taxable compensation under the 1939 
Code, having been intended as such, 


also 


even though the allowances may also be 
regarded as in part supplied for the con- 
venience of the employer. [Under the 
1954 Code there is no tax on meals fur- 
nished on the eimployer’s premises or 
lodging required to be accepted as a 
condition of employment.—Ed.] Romer, 
28 TC No. 145. 


Stock options exercised by LoBue at 
time notes were given in payment. 
LoBue was granted an option in Jan- 
uary, 1945, to purchase his corporation’s 
stock on 6/30/45, if he were still em- 
ployed. On May | of that year he gave 
his corporation a note in payment for 
the stock. In January, 1946, LoBue was 
granted a second option and within the 
same month gave a second note in pay- 
ment for the stock. On 5/24/46, LoBue 
paid both notes and received all the 
stock. The 
held exercise of the option was not com- 


Tax Court decision which 


pensation was affirmed by the circuit 


court but overruled by the Supreme 


that gain 
realized on exercise of the option was 


Court, which decided any 
taxable as compensation to the extent 
the 


exercise exceeded the option price. On 


fair market value of the stock on 
remand from the Supreme Court to de- 
termine when the options were exer- 
cised, the court holds the first option was 
exercised in 1945 (a year now barred by 
the statute of limitations) and the second 
when LoBue gave his note in January, 


1946. LoBue, 28 TC No. 158. 


Trustee entitled to long-term compensa- 
tion benefits. The IRS that a 
trustee of an inter vivos trust who per- 


rules 


formed personal services for the trust 
during its 20-year life is an employee for 
this purpose and since he received a 
single lump sum at termination, he can 
report it as long-term compensation. The 
Code defines employment as an arrange- 
ment for the performance of personal 
service. Rev. Rul. 57-436. 
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Protecting the executor from liability 


in filing a joint return 


> emacs AN estate may realize a tax 
saving by filing a joint return for 
the decedent and his spouse, the execu- 
tor sometimes hesitates to take the risk 
of personal liability if the spouse fails 
to report all income or fails to pay. 
Ways of protecting the fiduciary, includ- 
ing by authority in the will or direction 
of the probate court and bonding of the 
spouse, are currently under considera- 
tion by the Committee on Improvement 
the ABA, of 
Lauritzen II is 


chairman. They point out that! under 


of Probate Procedure of 


which Christian M. 
Federal law and the laws of several of 
the states, a number of provisions per- 
mit the taking of certain tax advantages 
by the filing of joint income and gift tax 
returns on the part of executors and ad- 
ministrators of decedents and the sur- 
viving spouses. Section 6012(b)(1) of the 
1954 Code requires an executor or ad- 
ministrator to make a tax return on be- 
half of the decedent. Section 6013(a)(3) 
makes it permissible but not mandatory 
for the executor or administrator to file 
a joint the decedent's 
spouse. In the event such joint return is 


return with 


made by the executor or administrator 
and the spouse, liability with respect to 
the tax is made joint and several under 
Section 6013(d)(3). 

Thus the personal representative runs 
the risk of subjecting the estate or him- 
self to liability in case the spouse mis- 
takenly or fraudulently fails to properly 
report his own income and deductions 
in the joint return.2 On the other side 


1In their 
1957. 

2 Sec. 6013(b) (5). 

* Sec. 6501 (a). 

* Ariz. Rev. Stat. Sec. 43-141(a) (2) (C); West’s 
Ann. Calif. Codes, Secs. 18409.4, 18410.4; Kan. 
Gen. Stat. Sec. 79-3209(b); La. Rev. Stat. Title 
47, Sec. 101(B)(3); Minn. Stat. 1953, Sec. 
290.38. 

5 Ark, Stat. 1947, Sec. 62.2412.1; Colo. Rev. Stat. 
1953, Sec. 152-10-19; Smith Hurd, Ill, Ann., 
Stat., Ch. 3, Sec. 495a. 


report to the ABA annual meeting, 


of the ledger, the obvious advantage in 
filing joint returns is that there may be 
a substantial saving by the splitting of 
the income or gift. Furthermore, the fil- 
ing of a return starts the running of the 
three-year statute of limitations against 
the right of the Government to claim 
income tax except in cases of fraud.8 
Under Section 2513 of the Code, the 
liability with respect to the entire gift 
tax is also joint and several and presum- 
ably the same rules would apply should 
a joint gift tax return by the personal 
representative and the surviving spouse 
be filed. 

Among the states having provisions re- 
lating to the filing of joint income and 
gift tax returns by such fiduciaries and 
surviving spouses, the laws are of a var- 
ied nature. In five of these states, the 
provisions relate to the state income tax 
returns, and they merely give the fidu- 
ciary of the decedent the choice to join 
with the surviving spouse under certain 
time limitations.4 No guidance is given 
as to the solution of the problems of 
liability of the estate or the executor or 
administrator. 

In three states, the executor or admin- 
istrator may petition the probate court 
for authority to join in income and gift 


tax returns with the surviving spouse. 
After hearing, and the giving of such in- 
demnity as the court may direct, an or- 
der of court approving such joinder is 
entered. Under these statutes the fidu- 
ciary is relieved of personal liability and 
the estate, and although liable under 
the tax laws, is protected through the 
giving of bond on the part of the spouse. 

Some wills a 
clause relieving the executor of personal 


attorneys include in 
liability. An example of such a clause 
follows: 

“At the request of my wife (husband) 
or with her (his) consent or the consent 
of her (his) personal representative, if 
my executor believes it to be advantag- 
eous, I direct my executor to prepare 
and file a joint Federal income tax re- 
turn with my wife (husband) or with her 
(his) personal representative for any pe- 
riod for which this can lawfully be done. 
My executor shall pay such proportion 
of the tax liability remaining unpaid at 
the time of filing such returns as may 
be necessary to result in any benefit ob- 
tained by the filing of such return being 
divided between my wife (husband) or 
her (his) personal representative and my 
executor in proportion to the total tax- 
able income reported in said joint re- 
turn by each; provided, however, my 
executor shall be under no duty to, nor 
shall he (hus- 
band), or her (his) personal representa- 


recover from my wife 
tive, any amount paid by me as Federal 
income tax prior to my death. My exe- 
cutor is hereby relieved of any liability 
to any legatee, devisee, beneficiary or 
other interested person for making such 
return or returns or paying any liability, 
including any interest or penalty, in con- 
nection therewith.” 

There apparently are no reported de- 
cisions which bear on the questions of 
the problems of decedents’ estates in the 
filing of joint income and gift tax re- 
turns by fiduciaries and spouses. x 


New trusts & estates decisions 


A 





Instrument created single trust. The 
issue in this case is whether an instru- 
the 
separate 
trusts for each. Three trusts would, of 


ment created a single trust for 


donor’s three children’ or 
course, have three exemptions and the 
income would fall in lower tax brackets. 
The two daughters each had a 30% in- 
terest in the fund and the son a 40% 
interest. Income could be accumulated 
during the minority of any beneficiary 


and the accumulated income would be 
added to the share of that beneficiary. 
However, if a beneficiary died before the 
age at which he could withdraw his share 
and before he had children, his share 
would go to the others. From this cir- 
cumstance the court 
intent of the create a 
single trust. Accordingly, the accumu- 


concludes it was 


the donor to 


lated income is taxed to one entity, 


rather than split three ways as contended 
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by the trustees. Schall, DC Minn., 7) 


31/57. 


Grantor-corporation’s accounting period 
and method governs revocable trust. A 
calendar year corporation on the accrual 
basis created a revokable trust on a fiscal 
year basis using the cash method of ac- 
counting. Since the grantor’s power to 
revoke made the trust income taxable to 
it, the holds that the 


and period of accounting used by the 


Service method 
trust should be disregarded and the trust 
income is taxable to the grantor-corpora- 
the trust had 
Rul. 57-390. 


tion as if not been 


created. Rev. 


Beneficiaries can’t deduct estate’s net op- 
erating loss (old Law). Taxpayers were 
1949 


income, 


beneficiaries of an estate which in 
currently distributed all of its 
most of which was business income from 
operations of the deceased business by 


the executors pending winding up of the 


estate. In 1950 the estate sustained a net 
operating loss. Under the 1939 Code, the 
court holds, this loss can be uszd only 
by the taxpayer that sustained it. The 
beneficiaries may not deduct it. [Under 
the 1954 Code, on the termination of an 
estate, unused loss carryovers are avail- 
able to the succeeding beneficiaries (Sec- 
tion 642(h)).—Ed.] Mellot, DC Pa., 9 


Per 
12/57. 


Gift to trust and license-back of patents 
upheld the 


time a settlor turned over certain patent 


[Acquiescence]. At same 
applications to family trusts, the trustees 
licensed him to use the patents at a 
stipulated royalty. The court found the 
trusts and the assignment of the patents 
valid and irrevocable. Accordingly, in- 
come from the trusts is not taxable to 
the settlor and he is permitted to deduct 
the royalties he had agreed to pay under 
the license agreements. Potter, 27 TC 
200, acq. IRB 1957-32. 





Wife’s part interest in trust does not 
qualify for marital deduction (Old Law). 
Decedent bequeathed his estate in trust, 
one-half the income of which was pay- 
half to 
his wife and/or children, in the trustees’ 


able to his wife, and the other 


discretion. Decedent's wife was author- 
ized 


half 


her upon 


to terminate the trust as to a one- 


share, which was to be conveyed to 
The will 


tained provisions for the distribution of 


her request. con- 


the then wife's 
death. No 


able to the estate. The wife was not en- 


trust estate upon the 


marital deduction is avail- 
titled to all of the trust income and had 
no power to appoint the entire corpus. 


The Tax Court found further that a 
state court decree to the effect that it 
had been the decedent’s intent to vest 


a fee simple title to a one-half interest 
in his wife had been collusively obtained 
and was not 


consequently binding. 


Under the 1954 Code fractional inter- 
est in a trust may qualify for the marital 
deduction.—Ed.] Stallworth Estate, TCM 


1957-168. 


Power of appointment released in con- 
templation of death; trust corpus in- 
cluded. Decedent, through a nominal 
settlor, set up a spendthrift trust in 1929 
under which she reserved a life estate 
and a general testamentary power of 
appointment. Under the mistaken im- 


pression that she would thereby avoid 


isions this month 


the estate tax, the decedent released he1 
power in 1943. The court holds that the 
general power of appointment consti- 
tuted a reserved power to alter, amend 
or revoke the transfer and that, estate 
tax avoidance being her sole motive, it 
was released in contemplation of death. 
Consequently, the trust corpus was in- 
cludible in decedent's estate. McIntosh 
Estate, CA-2, 8/30/57. 

Testamentary trustees can’t be dis- 
charged from personal liability. The 
Commissioner rules that only executors, 
not testamentary trustees, may apply for 
a determination of estate taxes due and 
a certificate of discharge from personal 
liability. Rev. Rul. 57-424. 


Husband held grantor of wife’s trust; 
corpus included in his gross estate. A 
husband transferred 100 shares of stock 
in trust for his wife for life, remaindet 
to their children. At the same time, his 
wife transferred 750 shares of the same 
corporation’s stock in trust to pay the 
income to him for life, remainder to 
their children. The value of 750 shares 
of stock is includible in the husband's 
gross estate. He is considered to be the 
grantor of the trust set up by his wife, 
and so to have reserved the income for 
his life, since he had furnished the con- 
Rul. 


sideration for its creation. Rev. 


57-422. 
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STANDS FOR TAX FORM ORIGINALS 





AND PERMANENT. 


You will get maximum paper translucency 
(thus eliminating soft, objectionable pencils), 
faster, easy-to-read copies with your Bruning 
or Ozalid Machine and no see-through despite 
with new 


the increased translucency 


PERMA-LUCENT Tax Forms! 


Federal and State Tax Forms are offered in 
four styles — Folders, Collated Sets, Single 
Sheets and “Flats.” Our 1957 Price Schedule 
includes: 30 tax schedules; 40 columnar rul- 
ings from a 2-column to a 32 column sheet. 


All are new! All are on PERMA-LUCENT! 


We design special accounting and business 


forms to your specifications. Please write to 
JT-2 for literature and our 


Dept. complete 


1957 Price Schedule. 






™ CUPRESS® 


NATION’S LARGEST PRINTERS 
OF TRANSLUCENT ACCOUNTING 
FORMS, BUSINESS FORMS 


BUSINESS FC 





USE THIS COUPON TO 
ORDER YOUR NEW TABLES WEEKLY TABLE — January 1, 1957 
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NEW COMBINED PAYROLL 


WITHHOLDING TABLES 


Gives complete figures for current law 


Cut your payroll bookkeeping in half! 


THE NEW social security law increasing benefits also increased the amount you must withhold from your employces’ 
pay. This makes all previous withholding tables obsolete. You must now recalculate withholding deductions for 
every employee. These new tables make this work easy for you. 


Combined withholding tables enable you to cut in half the work of determining the amount to be withheld 
from each pay check. One employer with 10,000 employees saved over 500,000 entries last year through the 
use of these combined tables. 


These tables were prepared by the tax department of McKesson & Robbins, Inc., under the direction of Peter Dirr, 
who is also editor of the Payroll Taxation department of THE JouRNAL oF TaxaTIoN. The format has been tested 


in actual use during the past two years—the only change now is in the insertion of the new figures to give effect to 
the new law. 


Each set of tables contains withholding for all pay brackets, showing both income-tax and social security with- 
holding separately and combined—for daily, weekly, bi-weekly, semi-monthly, monthly, and miscellaneous pay periods. 
An easy thumb index makes any table easy to find. Tables are printed on heavy ledger paper, spiral bound (it lies 
flat), in heavy cardboard cover, 22 pages, 814 x 11 inches. 


Because these tables are an absolute essential at every payroll installation, a special discount is being made 
now so that every payroll office can have one. Price, per set: $2.95. For 12 to 25 sets: 10% discount; 26 to 100 


sets; over 100 sets: 15% discount. 


A sample of the tables appears below. Use order blank below to order. 


NOT TO BE CONFUSED WITH GIVE-AWAY SHEETS SHOWING OLD DATA OR LIMITED 
INCOME-TAX OR F.I.C.A. WITHHOLDING ONLY. THESE NEW TABLES ARE EFFECTIVE 
JANUARY 1, 1957, AND COVER COMPLETE WITHHOLDING FOR ALL SITUATIONS 
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NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. 


GM urges Ohio BUC to review 
ruling on SUB plans 


GENERAL Motors has appealed to the 
Ohio Bureau of Unemployment Com- 
pensation to review its recent rulings 
(7 JTAX 192) against integrated state 
jobless pay and checks from alternative 
Supplementary Unemployment Benefit 
Plans. 

Chis action by GM is considered to 
be a first step toward a court challenge 
of the Ohio rulings, which were issued 
as Claims determinations to unemployed 
benefits 
and then applied for and received SUB 
settlement payments under the terms of 


workers who had drawn state 


provisions of their private employer- 
union SUB contracts. The rulings pre- 
sented the first appealable claims deter- 
the SUB 
question, providing an avenue for plac- 
ing the issue before the Board of Re- 
and 


minations issued in Ohio on 


view then Ohio courts. 


Some favor SUB plans 


While unions and some employers 
favor SUB plans, there is strong opposi- 
tion by employers in Ohio to any inte- 
gration of state and private benefits. 

In the case now being protested by 
GM, James R. Tichenor, Administrator 
of the Ohio Bureau of Unemployment 
Compensation, said a GM auto worker 
in Dayton must refund part of the state 
benefits paid him during three weeks 
of a layoff, because he collected SUB 
payment from GM in the fourth week. 
According to Mr. Tichenor, the SUB 
payment was “remuneration” that also 
applied against the first three weeks of 
idleness; this would cut the amount of 
State jobless pay due for those weeks. 


Ruling opposed 

Louis G. Seaton, vice president in 
charge of personnel at GM, opposed 
this ruling. His company, he said, does 
not consider SUB payments “remunera- 
tion” of a type that should reduce state 
unemployment compensation. 

The alternate SUB program in ques- 





tion is GM’s “cycle plan” put into 
effect for United Auto Workers mem- 
bers in Ohio as a substitute for the 
union’s basic plan for same-week UC 
and SUB payments, barred in the state. 


Offers new bill to extend 
social security benefits 


A BILL To broaden coverage and ex- 
tend social security benefits, H. R. 8883, 
was introduced late in July by Repre- 
sentative Robert W. Kean, (R., N.J.). 
This bill gives us some insight into the 
pressures that are developing for liberal- 
izations in 1958. Among the features are 
the following: 

1. Increase benefits for those who con- 
tinue working after age 65 by provid- 
ing for a 1% per year delayed retire- 
ment credit. 

2. Include for social security coverage 
self-employed physicians. 

3. Provide benefits for dependents of 
disabled workers who draw disability 
benefits at age 50. 

4. Include tips in the taxable wage 
base. 

5. Raise the taxable wage base from 
$4,200 to $4,800 per year. 

6. Increase monthly benefits as fol- 
lows: (a) for a retired worker from 
$108.50 to $118.50. (b) for a married 
couple from $162.80 to $177.25; (c) for 
a widow and dependent children from 
$200 to $296.25. 

Congressman Kean pointed out these 
liberalized benefits could be accom- 
plished without increasing contributory 
tax rates. However, just by raising the 
wage base from $4,200 to $4,800 auto- 
matically increases the tax payment for 
both the employer and the employee 
from $94.50 to $108.00—an increase of 
approximately 15%. The taxpayer and 
the employer will know that they are 
paying more tax even though they are 
told that their tax rates have not been 
increased. 

Other proposals are being made to in- 
crease the wage base to $6,000. It looks 
like the password will be “ceiling un- 
limited.” % 


Payroll Taxes + 383 


N. Y. Allows Sick 

Pay Deduction 

Tue New York State Tax Commission 
has revised its income tax provisions 
deductibility of sick 
leave pay in accordance with the United 
States Supreme Court ruling in Haynes 
v. United States. On the basis of the 
ruling, all disability benefit payments to 
employees while on leave because of 


concerning the 


personal injuries or sickness under any 
accident or health plan maintained or 
financed by their employers whether in- 
sured or uninsured, are exempt from the 
income tax. 

The commission’s ruling was adopted 
because of the similarity between the 
applicable provisions of New York’s law 
and the 1939 Internal 
Revenue Code on which the Supreme 
Court decision was based. The ruling 
emphasizes that a written health or ac- 
cident plan must have been in existence 
at the time the sickness or accident was 
incurred. Unlike the Federal 
law, there is no waiting period even 


section of the 


prese nt 


where there is no hospitalization nor 
any ceiling such as the $100 a week Fed- 
eral limit. wv 


Indiana Sp. Ct. reverses 
vacation benefits decision 


THE INDIANA APPELATE COURT held re- 
cently 6 JTAX 358 that workers unem- 
ployed because of a plant vacation shut- 
down, who were not entitled to vaca- 
tion pay, were eligible to receive un- 
employment insurance benefits. 

This decision was recently reversed 
by the Indiana Supreme Court and the 
findings of the Indiana Review Board 
were upheld. The Board had originally 
held that such workers were voluntarily 
unemployed and unavailable for work 
during the vacation shut-down. 

In reversing the decision of the Ap- 
pelate Court, the Supreme Court fol- 
lowed the trend which has been devel- 
oping on both administrative and judi- 
cial levels in most other States. bo 


Benefit rate raised 
in Massachusetts 


Effective last month (October 15), the 
dependency allowance payable in addi- 
tion to the weekly benefit rate in Mass- 
achusetts was raised from $3 to $4 
for each dependent child under age 
18. The maximum weekly unemploy- 
ment benefit rate will remain at $35. 
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